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INTRODUCTION
During the past two decades, perhaps no other
phase of corporate accounting has given evidence of
greater change than that found in the content and ar-
rangement of annual financial reports. Not only have
these reports undergone a very marked change from a
purely physical standpoint, but their content, both
quantitatively and qualitatively, bear little resemblance
to that found in reports of an earlier period.
The writer has observed over the past twenty
years a very general tendency on the part of most cor-
porations to "liven up" their annual reports and to
present in a more informal and friendly manner a message
which previously had been conveyed only by a rather for-
midable array of figures.
The make-up of recent reports is one more in-
dication of a broad and well defined plan on the part of
a vast majority of corporations to bring the public today
a little more into their confidence and to give the man
in the street, or the one in their employ, a better under-
standing of what big business really is. In short, these
annual reports are a sincere attempt, if, indeed, a trifle
late, to establish and foster a closer spirit of co-opera-
tion and mutual regard between business and those who may
be either closely or remotely interested in it.

It is not uncommon to find that the space de-
voted to the actual financial statements is but a small
fraction of the present day annual report. In addition
to the customary letter addressed to the stockholders and
the two or three conventional statements, management has
seen fit to make use of various graphs, charts, tables,
and supplementary statements to tell a more complete story
to those who may be interested. And many reports do not
stop here but go on to incorporate within their covers
several pages given over to the purpose of advertising
products produced, thereby hoping to familiarize the
hundreds or thousands of stockholders with their company*
s
products and thus influence them to become customers.
Not only has there been a marked change over the
past two decades in the matter of the physical arrangement
and size of these annual reports, but there has been like-
wise a departure from earlier practice with reference to
the content and presentation of certain parts of the
financial statements themselves, especially those sections
setting forth the profit or loss for the period covered,
the statement of surplus - earned or otherwise, and the
presentation of the net worth or capital section of the
balance sheet. In the pages which follow, it is the
purpose of the writer to attempt to find suitable answers
to such questions as:- What is the nature of surplus? Is
it desirable to pass certain charges or credits directly
**
,
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to surplus or should they he an integral part of the
income statement? Is it desirable to break surplus down
into two or more divisions for statement presentation?
Is there such a thing as ^'capital surplus”? If so, of
what is it properly composed? At what length should
management go in disclosing the elements constituting
the net worth or capital of a corporation? In attempting
to find adequate answers to these questions, the writer
hopes to draw significant facts and illustrations from
current annual reports#
.
FUNCTION AND CONTENT OF CORPORATE REPORTS
The attitude of corporations in respect to dis-
closing information to their stockholders has undergone a
decided change over the past twenty years. Anyone who has
perused annual reports at fairly regular intervals during
that period, has hardly failed to note the increasingly
liberal attitude of corporations in presenting such informa-
tion as, in their opinion, constitutes adequate financial
reporting.
Corporations which only a few years ago were re-
luctant to divulge more than the meager details of their
earnings and financial position now tell stockholders and
the world plenty! This more extensive reporting has, to
a great degree, been brought about by more rigid regula-
tions set forth by the stock exchange. There have been
alser the stringent requirements of the Securities and
Exchange Commission to be met; and it may be said here
that probably no other one force in the past two decades
has had a greater influence in changing the make-up of
financial reports, both from a quantitative and qualitative
standpoint, than has this Commission. Not only has the
S. E. C. made for a more adequate presentation of financial
data to the stockholder, but the fulfilment of the Com-
mission’s various requirements relative to the registering
of new securities and the data to be submitted to stock-
..
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holders prior to their annual meeting has accomplished
much in producing a better management - stockholder
relationship
.
Other forces which have contributed to formulate
a more liberal policy on the part of corporations in the
matter of disseminating information to their absentee
owners have been the comments of financial writers, whose
pungent remarks and constructive criticisms have gone far
in developing a keener sense of responsibility on the part
of management. The passage of "blue Sky” laws has also
helped to bring about a much more tolerant relationship
between the corporation and the public in general, and the
stockholder in particular.
The reports made to stockholders are secondary
in the sense that they follow the recording of financial
data in the accounts and records of the corporation. It
is, therefore, primarily important that the data shall
have first been set up in accordance with generally ac-
cepted principles of accounting. Assuming that the data
have been properly recorded, the next problem is that of
selecting such financial facts and other pertinent informa-
tion as will serve best to interpret the existing condi-
tions to those for whom the report is made. The word
"interpret” is purposely used because not all the recipient
of corporate reports are trained in the matter of analyzing
financial statements. This is true not only for the stock-
..
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holders but for the employees and the general investing
public* Consequently, it has been increasingly recognized
that corporation reports, so far as reasonably possible,
should be non-technical and simple in expression.
When preparing the annual report for stockholders,
the management should assume that those who will read it
are intelligent and interested. Certainly nothing will be
gained by depriving intelligent readers of information that
may be of use to them. The method of presentation should
be such that it will arouse the interest of the reader, for
surely an interested reader will make a greater attempt to
grasp facts and understand them, even if they are a bit ob-
scure, than will the reader whose interest has not been
aroused.
A real problem presents itself in the matter of
the terminology to be used in the reports. Obviously an
attempt should be made to simplify and clarify the informa-
tion presented, and the method of presenting it should be
such as to be within the grasp of the interested reader.
But the nature of the subject matter is, of necessity, such
that a certain amount of technically worded data is neces-
sary to an understanding of the condition under considera-
tion, especially if the conventional approach is used.
In a discussion of the amount of information to
/
be supplied in reports to stockholders, 1 ’’the question al-
1. Hatfield, Sanders, and Burton, Accounting Principles
and Practice, Ginn and Company, Boston, T940, pV 42 6.

ways arises as to what the stockholders need for their
own purposes. It is often asserted, with truth, that the
great majority of stockholders are indifferent to most of
the information furnished to them. This, however, does
not settle the matter. Careful investors do study these
reports and analyze them closely. This is particularly
true of security analysts, hanks, insurance companies,
investment-counsel firms, and others engaged in similar
work. Through these a great body of reliable information
passes into the current knowledge of intelligent investors,
and these agencies make use of all the information they can
obtain. The standard of reporting must therefore be set
in relation to intelligent investors, not to careless ones.
Some companies make a practice of sending an abridged re-
port to all stockholders, informing them at the same time
that a complete report may be had upon application. In
such cases it has been found that only a small proportion
of the stockholders, from five per cent to ten per cent,
make application for the full report; but it is safe to
say that this small number includes the more important
and intelligent stockholders, and that probably they own
a considerable majority of the shares outstanding. :f
An examination of many corporate reports dis-
closes the fact that they fall into at least four classifica-
tions when analyzed from the standpoint of the main group
for whom they are prepared. Probably the majority of
reports are directed primarily to stockholders since they
.-
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are the real owners of the business and are the ones who
have invested their money in expectation of dividends.
It seems only fair that the stockholders’ point of view
should be the primary one to be considered since the
chief purpose of the corporation should be that of making
money for its stockholders.
Reports may be prepared with the main emphasis
on the employee and deal chiefly with company-employee
relationship. The following is a condensed income state-
ment believed well adapted to show clearly the relation-
ship of payments to employees as wages and salaries, and
payments to the owners as rental for the assets they have
made available for company use. It is a modification of
a statement used by the United States Steel Corporation
in Its house publication, and a statement suggested by
Mr. Franzy Eakin in "The Controller".
X. Y. Z. COMPANY
CONDENSED INCOME STATEMENT
INCOME
Receipts from Customers, for goods and
services supplied to them
Sundry Income
Total Income
$000.00
000.00
SOO'OVOC
OUTGO
Goods and Services purchased from
others, used $000.00
Taxes paid to Local, State, and
Federal Governments 000.00
.-
.
-
9Cost of Plant and Operating Assets:
Depreciation, to be used to re-
place the plant when worn out
or obsolete 000.00
Payments to Employees, as wages
and salaries 000.00
Payments to Owners and Creditors
as rental for the assets which
they have made available to the
company
:
Interest on funds borrowed from
holders of notes, bonds and
mortgages $000.00
Dividends to Preferred Stock-
holders @ - % 000.00
Dividends to Common Stock-
holders @ - % 000.00 000.00
Total Outgo
Balance, belonging to Common Stock-
holders, left with company to
increase plant and operating
assets
(Equal to - % on common stock )
If a deficit, may well be entitled
"Deficit, paid from investments
of stockholders during prior years".
000.00
000.00
Again the report may be prepared with the
customer as the focal point. Since he is the one who
buys the product, the corporation may be justified in
emphasizing sales promotion. Of late corporate reports
have aimed at a fourth audience - the general public.
There has been a tendency for not a few corporations to
use their annual reports in a more or less subtle manner
to bring the attention of the public to certain matters of
legislation or taxes that seem, in the eyes of the corpora-
tion, to justify a bit of propaganda.
Since corporations may have in mind at least
four different groups when preparing statements, it is

10
obvious that the main purpose to be served end the technique
employed will vary according to the group whose special at-
tention is sought. Dr. Raney 1 is of the opinion that
corporations should first decide upon the main group to
whom they are directing the statement and then take one
of the two following courses: either (1) the annual
report should not be called an annual report to stock-
holders, and should be made up of four distinct sections,
one to the stockholders, one to the employees, one to the
customers, and one to the general public; or (2) there
should be four separate reports addressed to the four
respective groups referred to above.
When we consider the content and the arrangement
of financial reports, we find still more evidence of dif-
ferences of viewpoint. Corporations differ in their opin-
ions as to what kinds of information it is desirable to
disclose or withhold, and they give evidence of different
preferences as to what constitutes the best methods of
reporting certain facts or conditions. In many cases,
the report of a large company, because of consolidated
figures unsupported by details of parent and subsidiary
companies, may actually disclose much less than the report
of a small company engaged in one activity. And, of course.
1. Haney, Dr. Lewis, Real Function of Annual Reports ,
Financial World, Augus t~ £ , 1$44 •
’ ' •
'
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the attendant circumstances of competition, pressure
from customers, etc., may sometimes give rise to special
treatment of report details.
To pass over such variations, however, and to
look at the matter from the broadest point of view, it
may be said that corporation reports should be and
usually are constructed in two general sections:
(a) Comments by the management on salient
points, and
(b) financial statements as to condition
and results of operations, certified
by independent public accountants.
As a matter of report arrangement, designed to
aid stockholders and others to interpret the financial
data properly, the comments by the management are usually
presented first. It is obvious that what may be important
to the stockholders of one company may be of no significance
to the stockholders of another company. There can hardly
be any standardization of items in that section of the
report which is devoted to comments by the management.
There are, however, certain topics which in general are
worthy of consideration for inclusion in a particular
report if circumstances render them pertinent and informa-
tive. There are usually certain current topics which the
management desires to bring to the attention of the stock-
holder at a particular time. Anything that is deemed of
importance to the stockholder should not be overlooked.

and an attempt should he made to present the comments in
a concise and interesting manner.
Whatever the management has to say should he said
with great regard for the truth. This is no place for half-
truths which may invite wrong conclusions. Information
presented here should he consistent with that filed with
the SEC and other official bodies, and management should
refrain from including anything that smacks of promoters*
bally-hoo. If management is conscious of its fiduciary
relationship to its stockholders, to Its employees, its
customers and the public, it will assume the responsibility
that reposes in such a position of trust.
Some of the detailed matter which management may
choose to discuss, in such times as these, may have to do
with general business conditions. If management does choose
this topic, it should not be used as a camouflage to cover
a lack of specific information relating to the company, but
rather as an economic background against which the specific-
conditions confronting the company itself should be viewed.
The advent of new legislation, the company* s particular
problems relating to reconversion, the effect on the company
of trade agreements with other countries, the repeal of the
excess-profits tax--such matters as these are always within
the sphere of comment by an alert and aggressive management.
The general comments are naturally followed by a
discussion of the financial policies and resume of the
.
operations for the past year. If there has been any marked
deviation from the policies pursued in the past, they should
be noted along with any proposed revisions to meet every
changing economic condition* If any changes of a material
nature have occurred during the year, they also should be
brought to the attention of the reader.
Stockholders should be Informed of any radical
change made during the year in the accounting methods and
practices, and of any unusual accounting procedure fol-
lowed during the period covered by the report. A company
which inaugurates a new practice or is not consistent in
following a long established procedure would be negligent
in its duty if it did not inform its stockholders accord-
ingly. Such changes in accounting procedure usually
result in marked changes in earnings, with changes of
equal importance taking place in the balance sheet. To
distort comparisons between years and lead stockholders
to erroneous conclusions should certainly not be the policy
of any responsible management. The Securities and Exchange
Commission makes no idle gesture when it requests account-
ants when certifying to statements of registrants to state
whether generally accepted accounting principles have been
consistently followed during recent years.
After making comments as indicated in the fore-
going to describe the background and policy and to bring
emphasis to certain interpretative factors which should
..
*
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be borne in mind, it may be well at this point for a
company to introduce certain data as to its earning power,
not only for the year under review but to show the trend
over the past few years. It would be of significance to
include data showing the trend in gross margin and net
income and to indicate the margins over bond interest,
dividends and other requirements. Certain operating
percentages and ratios may well be included at this point
in the comments. If there has been a decided change in
earning power, it may be advantageous for the company to
point out the factors to which it is attributable. It
will be significant to indicate whether this change in
income was the result of selling price increases or decreases
caused by changes in the sales market subsequent to the ac-
quisition of the raw materials used in producing the goods
sold. In this connection, a correlation of sales in units
with sales in dollars may be illuminating. Comparative
data, expressed perhaps in units, may also be added fcr
production, unfilled orders, new products, etc. Any
significant developments in the way of research and experi-
mentation, with their possible effect as reflected in new
methods of production and operation, deserve special refer-
ence in the comments by management.
If changes of any consequence have taken place in
the plant and equipment accounts, whether by regular pur-
chases or through acquisition of other enterprises, they
-.
.
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should merit extended comment in the report* To make this
phase of the comments complete, attention should be called
to the matter of maintenance and repair charges, deprecia-
tion, and abandonment of plant assets and idle property*
From the standpoint of company financing, there
may have been many developments which are worthy of at-
tention* New bonds may have been issued or an old issue
refunded or a sizable amount may have been called or con-
verted. In the case of stock, there may have been a new
issue sold during the year or the preferred stock may have
been retired. Certainly, any new financing, whether ac-
complished or proposed, should be given ample treatment.
One Important aspect of present-day reports is
the matter of labor relations. Over the last decade, more
and more emphasis has been put on this phase of management
reporting, and it is likely to take a preeminent place in
reports in the future. Wage scales, employment conditions,
strikes and arbitrations of disputes, changes in number of
employees, profit-sharing and pension plans, stock owner-
ship by employees, employee participation in management -
all these may well add up to be the most absorbing part of
the entire comments by the management. Even the matter of
salaries, bonuses and other compensation of officers is
not something which can be lightly dismissed as not requir-
ing comment.
So might management speak. No attempt has been
made to indicate what management may actually say, but merely
**
-
.
.
.
.
«
to point out the main types of informative data which
management may present in accounting for its s tev/ardship
.
FINANCIAL STATEMENTS
Since the "backbone H of the annual reports is the
financial statements, let us consider briefly their purpose
and content*
The Profit and Loss Statement
One of the features of published reports to
stockholders in recent years has been the increased at-
tention given to the profit and loss statement. It has
often been contended that information of this sort is of
a private and confidential nature and to disclose it to
the public and to competitors would be detrimental and
even dangerous to the company publishing the report.
During the last twenty-five years companies have, as a
whole, overcome much of their fears with respect to pub-
lishing data of a revealing nature and now issue reports
to their stockholders which are reasonably complete state-
ments of their income. Both the New York Stock Exchange
and the Securities and Exchange Commission have had a
great deal of influence in pointing out to companies the
desirability of this practice.
The question of just how far a company will go
in divulging Information in its statement of profit and loss
usually centers around the items of sales and cost of sales.
-.
.
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Should these he disclosed with the resulting gross profit?
There are certain interested parties, such as officers,
stockholders owning a relatively large number of shares,
and prospective investors* The Securities and Exchange
Commission in its Form 10, requires companies seeking to
he listed on the stock exchange to include the Information
relative to its sales, cost of sales, and gross profit in
its registration statement for the Commission. Under the
Securities and Exchange Act of 1934, a company may apply to
the Commission to have information kept confidential by the
Commission, if the company believes its publication may he
harmful. A number of companies have made such applications
with respect to sales and cost of goods sold, and a con-
siderable number of them have been granted.
When such information as the amount of sales,
cost of sales and gross profit is available, especially
if it is so arranged as a comparison may be had for several
years, it serves as an efficient yardstick to measure the
accomplishment of the management, and so becomes useful
information to pass on to stockholders. Of course, there
is the possibility that competitors may find it of value,
and while officers have probably over -emphasized the
danger inherent in disclosing information it is, neverthe-
less, a matter that has possibilities of working to the
disadvantage of the company. It is perfectly possible for
a company which sells to a relatively few large customers
to divulge such information as the gross profit it is
..
.
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making and thereby encourage its customers to go into the
business of manufacturing a product instead of buying it*
Annual income statements differ greatly in the
degree of comprehensiveness of the information which they
furnish--from a maximum of a fully detailed statement of
income to the minimum of indicating only the net profit of
the year or possibly the earnings per share of stock* The
former is no more than what justly belongs to the stock-
holder if he is going to make an intelligent survey of his
investment* The latter is all but useless.
Probably the most important thing to keep in mind
in preparing a statement of income is to make sure that the
statement is so constructed that the method used in arriving
at the income for the present year will be wholly consistent
with the method used in determining income -of prior years.
If any change has been found necessary or desirable during
the year in the method of recording profit and loss data
the change should, of course, be made, and the attention of
the reader should be called to this change and the effect in
dollars and cents should be clearly pointed out.
Such businesses as have diversified sales activities
should probably show a breakdown of sales for each activity
or department instead of presenting a total figure* It
would be preferable to continue the analysis all the way
down the statement*
-•
*
-
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It often happens, because of the changes in selling
price, that sales expressed in terms of dollars do not indi-
cate the trend in volume of business so accurately as sales
expressed in units. It may be desirable, in certain lines
of business, to express each element of income and expense
in terms of units. It may be informative also to show each
item of income and expense in terms of percentage based on
net sales.
The policy of a company regarding its non-cash
charges such as depreciation, depletion, obsolescence, and
amortization should be fully disclosed. The amount actually
charged off and the methods of arriving at such should be
set forth. The total current charge for depreciation should
be indicated even if its several parts have been shown as
deductions in the various sections.
It is always informative to show the amounts ex-
pended for repairs, maintenance, salaries and wages, local
taxes, and State and Federal taxes.
When it is necessary to make a relatively large
adjustment of an item of income or expense applicable to
a prior year it should not be merged with the items appear-
ing in the current year’s profit and loss statement. In-
stead, it should be shown as an addition to or deduction
from surplus. On the other hand, if the adjustment is a
relatively small one there is no objection to merging it
with the corresponding current item in the profit and loss
statement

20
.
Utmost care should be taken to make certain that
every known item of income or expense applicable to the
current year is included in the statement. The practice of
some companies of charging items of a current nature dir-
ectly to surplus cannot be too severely criticized.
When making provision for reserves the current
period should be charged with the amount known to be
applicable to the year (for example, to reduce inventory
to market if lower than cost), but if reserves are es-
tablished to provide for future needs (for example, to
create a reserve for contingencies) the original charge
should be to surplus
.
Scrupulous care should be taken to make the cur-
rent profit and los3 statement reflect the true net profit
for the year. Authorities agree that^ "of all the finan-
cial figures published by a company the amount of earnings
per share undoubtedly excites the most general interest;
this figure is commonly quoted in newspaper reports, often
with scanty attention to any other figures in the balance
sheet or income statement. It i3 important that a figure
creating such widespread public interest should be made as
reliable as possible. Although it is proper, within the
income statement to differentiate between different types
of income, and also between different types of expense, cost.
1. Hatfield, Sanders, and Burton, Accounting Principle s and
Practices, Ginn and Company, Boston, 1940. p. 437.
*.
.
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and loss, yet all of these, of whatever sort which apply
to the year in question should be included within the in-
come statement before arriving at this all-important figure
of earnings per share. Ideally the preparation of the in-
come statement should be such that in later years there
will be no occasion for charges against earned surplus for
costs and losses which for any reason have been omitted
from the statements of previous years. Practically it may
be impossible to attain this goal in all cases, but the
object of accounting should be to come as near to it as
possible. There is In practice too much tendency to rely
upon subsequent charges to surplus 8s corrections for
amounts which should have been charged against the income
of earlier years, and this is a tendency which should be
resisted .
*
f
Reference has already been made to the manner in
which the financial reports vary In respect to the complete-
ness of the data presented. Some companies go to consider-
able length in showing the various elements comprising their
profit and loss statement while other companies are satisfied
to present only a sketchy summary of what goes to make up
their income for a period.
In order that this difference in statement make-
up may be brought forcibly to the attention of the reader
the following three statements are presented for comparison.
The first profit and loss statement to be shown
is that of Harvard Brewing Company of Lowell, Massachusetts
..
22
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and is certified to be Charles F. Rittenhouse and Company,
Certified Public Accountants.
HARVARD BREWING COMPANY
Years Ended September 30, 1945 and 1944
Year Ended
September 30 September 30
1945 1944
Net Sales $3,368, 086.96 $2,868,720.48
Cost of Sales
Finished goods inventory at beginning $ 188,825.78 $ 168,716.31
Materials consumed 886, 547.90 856,062.00
Direct labor
Provision for depreciation of build-
427,971.20 337,373.94
ings, machinery and equipment, etc. 92,946.02 96,391.58
General production expenses 430,339.77 269,445.40
$2, 027,130.67 $1,723,439.23
Less: Finished goods inventory at end 193,786.05 188,325.73
Cost of Sales |1, 833,344.62 $1 , 539 , 663 . 45
Gross Profit fl, 534,742.34 $1,329,057.03
Selling and Delivery Expenses:
$Salaries and wages 102,366.38 106,779.56
Sales and servicemen’s expenses 56,920.54 57,773.36
Advertising
Delivery expenses (including
145,150.47 113,644.65
delivery wages ) 303,272 .30 272,386.51
Automobile and truck expenses
Provision for depreciation of autos
15,343.38 14,414.13
and trucks 4,999.77 5,353 .40
Warehouse expenses 23 , 966 .42 14,948.62
Miscellaneous 23, 508. '02 20,662.67
Total Selling and Delivery Expenses t 675,527.78 $ 605,962.95
Selling Profit $ 859,214.56 § 723,094.08
General and Administrative Expenses:
Salaries, including additional
management compensation
Directors’ fees, expense of
$ 120,494.31 $ 106,395.52
meetings, etc. 4,302.00 2,677.98
Office Expenses
Provision for depreciation of office
40,564.98 36,540.15
building, fixtures, etc. 3,013.12 3,026.41
Legal and other professional services 29,059.53 19,290.51
Provision for federal capital-stock tax 1,950.00 7,975.00
Provision for state franchise tax 7,371.48 8,712.78
Other taxes 1,239.23 1,389.90
Miscellaneous 46,230.55 34,334.66
Total General and Administrative Expenses^ 254,225.25 $ 220,342.91
Net Income from Operations (forward) $ 604,989.31 t 502,751.17
—
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Net Income from Operations $ 604,989.31 $ 502,751.17
Other Income:
Interest 7,905.74 4,729.17
Sales of scrap 3,263.11 3,147.09
Discounts earned 7,322.26 6,328 .00
Bad debts previously written off.
recovered 1,183.55 1,204.73
Profit on sale of securities. (net
)
1,015.62
Profit on sale of capital assets, (ne t) 1,714.82
Income on lapsed bottling container
deposits 4, 503.05
Insurance adjustment of prior periods 2,371.91
Miscellaneous 167.52 44.46
Total Other Income L 23 , 072 . 62 i_ 22,328.41
Total Income - (forward) $ 628,061.93 $ 525,079.58
Other Charges:
Interest on mortgages payable & 2,916.04 t 3,533.85
Other interest 156.91
Discontinued and unused items 26,223.21 1,142.34
Loss on lost draught containers 145.64 3,223.51
Loss on sale of securities 265.63
Depreciation and obsolescence Of
idle equipment 7,372.08 7,447.36
Expenses in connection with
idle land 70.27 622.94
Miscellaneous 500.00
Total Other Charges F 37,384.15 t 16,236.63
Net Income Before Extraordinary
Charges and Provision for
Income Taxes $ 590,677.78 $ 508,342.95
Loss on Sale of Capital Assets, (net) $ 34,293.21
Settlement of Old Claim in Litigation 7,500.00
Special Obsolescence of Returnable
Bottling Containers $ 89,238.71
Provision for Taxes Based on Income 325, 500.00 292, 500.00
f 414,738.71 $ 334,293.21
Net Income For The Year s 175,939.07 $ 174, 549.74
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The second income statement to he shown is that of
Allied Chemical and Dve Corporation of New York, N.Y.
ALLIED CHEMICAL & DYE CORPORATION
CONSOLIDATED INCOME ACCOUNT
Year Ended December 31,1944
Gross Income (other than dividends
and interest) after provision for
depreciation, obsolescence, repairs
and renewals, all state, local and
capital stock taxes $38,534,059.53
Provision for General Contingencies 3, 000, 000,00 $35,534,059.53
Other Income:
Dividends
Interest
$ 2,703,272.98
420,348.53 3,123,621.51
Gross Income before provision for
Federal Income and Excess Profits
Taxes $38,657,681.04
Federal Income and Excess Profits Taxes 20,632,606.01
$18 , 02 5,075.05Net Income
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The third income statement to he shown hy way of
comparison is that of Atlas Powder Company of Wilmington,
Delaware
•
ATLAS PCWDER COMPANY
Summary Of Consolidated Income Account
Nine Months Ended Septemoer 30, 1945
Sales and Other Operating Revenues
Income from Investments, Etc*
Cost of Goods Sold, Delivery and Other
Expenses. (Includes Provision for
Deoreciation and Amortization
#846,691) #32,464,983
Interest on Additional Taxes For
Prior Years 45,416
Federal Income and Excess Profits
Taxes and Renegotiation Refund -
Estimated 3,253 , 000
NET INCOME
Dividends on Preferred Stock
AMOUNT EARNED ON COMMON STOCK
Shares of Common Stock Outstanding
September 30th less Treasury Stock
#36,867,074
47,319
#36,914,393
35,743,399
$ 1,170,994
257,258
$ 913,756
256,564
Amount Earned per Share 3.56
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THE BALANCE SHEET
Since the purpose of the balance sheet is to in-
form the stockholders and other interested parties as to
the financial condition of the company it is essential that
the titles of the various items appearing in the statement
be clearly described and leave no doubt as to what is in-
cluded in any particular item.
J,, The broad answer to the question ’In how much
detail should a balance sheet be prepared?’ is that it
should contain whatever detail is necessary to present the
more important financial facts about the corporation. Some
corporations are much simpler than others in their financial
structure and can therefore be represented in fewer items.
In some respects a manufacturing or transportation company,
with extensive operating properties and plants, is a more
complicated matter than a mercantile company or a bank and
will require more detail in the exposition of its assets and
liabilities. In any business it is not usually necessary to
itemize a balance sheet for stockholders in as great detail
as a balance sheet prepared for the directors and officers
of the company. The latter are responsible for the manage-
ment of all the properties shown in the balance sheet and
for the proper satisfaction of all claims upon those prop-
erties; it is natural for them to use a good deal of informa
-
1. Hatfield, Sanders, and Burton, Accounting Principles and
Practices, Ginn and Company, Boston, 1940, p. 425.
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tion which is not so necessary to a stockholder, who needs
to know only the general financial structure of the business.
There should be no material difference between the balance
sheet furnished to the directors and that sent to the stock-
holders, and certainly nothing should be omitted from the
latter which is contained in the former if it would change
the opinions of the stockholders about the corporation.
Therefore, although many puolished balance sheets are an-
nounced as ’condensed’ balance sheets, meaning that they
have been condensed somewhat from the more detailed balance
sheets provided for internal use in the corporation, yet
the published balance sheets are not, and should not be,
condensed to the point of omitting any important feature
or distorting the results in any way .' 1
The nature of some items appearing in the balance
sheet is such as to call for more extended explanation than
is found in the mere titles of the items. This additional
information may be furnished in footnotes to the statement,
especially if the information is of considerable length,
but as a general rule it is probably preferable to incor-
porate brief explanatory notes in the face of the statement
against the items to which they apply.
The arrangement of the balance sheet of mercantile
and manufacturing companies is fairly well established by
practice. Starting on the asset side the items are generally
listed in the order of their realizability, so that the total
*-
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current assets may be compared with the total of the cur-
rent liabilities appearing first on the liability side*
Care should be taken to guard against condensation
of items to an unwarranted degree. Items of a similar nature
may be shown under a general caption, but items of a dis-
similar nature should never be grouped. Intangible assets
such as goodwill, patents, trademarks, etc., should never
be combined with fixed assets and shown as a single total.
Accounts or notes receivable due from officers
or employees should never be combined with trade receiv-
ables unless the amount is insignificant. It is the right
of the stockholder to know if the funds of the company are
being withdrawn by executives for their own use, even if
the practice has been approved by the directors. Amounts
due from closely allied or controlled companies should
never be included in the item labeled Accounts Receivable.
Valuation reserves for bad debts, depreciation,
etc., should be deducted from their related assets. In no
case should an aggregate of the reserves for depreciation
be shown as one item and deducted from the total of the
property assets.
It is most important that the basis of valuation
should be stated. In the case of securities it would be
well to carry them "at cost", with the present market value
stated parenthetically. The valuation of a merchandise
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inventory should be indicated. This may be "at cost 1 ’ , "at
the lower of cost or market’’ , or at some other indicated
value. The gross values of plant assets should be shown
”at cost 1 ', "at reproduction values as appraised on (date)
by independent appraisers plus cost of subsequent additions",
or whatever is the true description.
Wherever possible, assets which have liens against
them should be shown separately. It may not always be pos-
sible to do so; especially where raw materials have been
purchased under 8 trust receipt and have gone into manufac-
ture along with other materials, thus losing their identity.
Even in such cases, the cost of such materials and the fact
that a lien exists against them should he stated parentheti-
cally under the inventories and the liability for the purchase
price should clearly indicate the asset pledged.
If a long-term debt exists a brief description of
the principal rights of the bondholders, together with in-
terest rates, maturity dates, and other pertinent information
should be indicated. Any portion due and payable within a
year should be included among the current liabilities, unless
funds have been definitely set aside. In the latter case the
funds set aside should be shown outside the current assets
group and the bonds to be paid off should be excluded from
current liabilities.
Contingent liabilities should be grouped under one
heading and shown as a part of the liabilities section in
the balance sheet proper, or they may be presented as foot-
notes to the statement.
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The various classes of capital stock should be
shown separately and the description of each should include:
the par value, the authorized issue, the shares issued and
those acquired and held in the treasury, the dividend rate,
dividends in arrears, preferences in liquidation and voting
rights. Treasury stock should be shown either as a deduction
from the issued stock or as a deduction from the total of
stock issued plus surplus. It is doubtful if it ever should
be treated as an asset since it represents an ownership in-
terest in the net assets of the company. Any change taking
place in the outstanding stock during the year should be
shown, either on the balance sheet or on a separate statement.
Wherever the information relative to the past is
available it is most desirable to show the Surplus Contributed
by Stockholders, Surplus Arising from Revaluation of Assets,
Earned Surplus, etc. as separate items, either in the main
body of the balance sheet or in a separate statement of sur-
plus .
Although it has become quite customary to present
a comparative balance sheet for a two year period, it is
probably imperative that one covering a longer period of
time is necessary if one really wants to study the progress
of a company. Probably a comparative balance sheet covering
four or more years, and a profit and loss statement covering
at least a three years* period are necessary if a complete
—'
.
.
.
.
.
.
.
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picture of the business is to be had.
What has been said with respect to the proper pre-
sentation of the balance sheet applies to a consolidated
balance sheet of a parent company and its subsidiaries. It
has been generally advocated and is now common practice to
present such a consolidated balance sheet. Probably this
is not sufficient. In addition it would be Y/ell to present
balance sheets of the parent company and each of the sub-
sidiaries, whether consolidated or not, if the picture is to
be complete and really informative.
Sometimes it is difficult to decide which subsidi-
aries should be included in the consolidated balance sheet.
The rule of the Securities and Exchange Commission is that
the registrant shall follow in this consolidated statement
that principle of inclusion or exclusion which, in the opinion
of the registrant, will most clearly exhibit the financial
condition and results of the operations of the registrant
and its subsidiaries; except that the registrant shall not
consolidate in this statement any company which is not a
Majority-owned subsidiary' . Of course, the balance sheet
should clearly indicate which subsidiaries have and have not
been included.
Full disclosure of the principles followed in the
preparation of the consolidated balance sheet (and profit
and loss statement) should be revealed in the report and
the interest of minority stockholders in the surplus and
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profits of the subsidiaries should be segregated in the
consolidated statements and in the individual statements
of the subsidiaries whether consolidated or not. It is
essentially part of the full disclosure to explain how inter-
company profits, and sales and purchases between the related
companies have been dealt with in consolidation.
In the consolidated balance sheet, advances to or
by subsidiaries, investments in subsidiaries, and accounts
receivable and accounts payable between the companies will
have been offset before arriving at the consolidated figures,
but will appear in the individual balance sheets, specifically
labeled to clearly identify them as the result of inter-
company transactions.
The existence of any default of Interest, cumula-
tive dividends or sinking fund requirements, whether of the
parent or of the subsidiaries, should be stated in the con-
solidated balance sheet and on the balance sheets of the
individual companies.
The fact must not be overlooked that each company
is in law a separate entity, and it is essential to a complete
understanding of the situation as a whole to know the con-
dition of these separate entities as well as the consolidated
condition.
Before completing the discussion on the subject of
the balance sheet it may be well to note the accusing finger
which is pointed at the accounting profession by William H.
Franklin, Controller, Caterpillar Tractor Co., Peoria,
..
> .
.
.
.
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Illinois, In his article, ] "Men Were Deceivers Ever’’, he
says that the balance sheet stands indicted as misleading
in structure. He contends that the standard form presenting
a total of assets equal to a total of liabilities and net
worth is a most puzzling thing to a layman. He submits
that the fundamental conception of accounting is not that
total assets equal total liabilities plus net worth, but
rather that total assets less total liabilities equal net
worth. He calls upon the profession to abandon the stan-
dard two-column form which looks more like a mechanical
trial balance and adopt a single column statement which
deducts liabilities from assets to arrive at net worth.
^According to Mr. Franklin the balance sheet is
definitely misleading in the impression created by it.
’’Because we set down each figure to the exact penny, and
because each column carefully foots to a figure which
exactly equals to the penny the total of the other column,
a general air of fact is created. It is no wonder, then,
that the public, untrained in accounting convention, be-
lieves almost without exception that an attempt is being
made to portray facts as indisputable as the facts of
mathematical synthesis. The public is fooled in the very
conception of the accountant’s purpose. Is it any wonder,
1. National Association of Cost Accountants Bulletin,
September 15, 1944.
2. Ibid., p. 26.
.
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then, that a sudden disclosure of incorrect figures in a
publicly released balance sheet reacts as a public scandal?
So long as the public is misled in the very conception of
our job, we cannot expect our results to be understood.
"A balance sheet expresses only opinion; all ac-
countants today recognize that, and yet we have placed our-
selves in the absurd position of expressing opinion in fig-
ures carried out to the last penny. Av/ay with such absurdity
l
Let us express our opinions in aporoximate figures which
clearly imply that they are opinions. I do not advocate
here the elimination of pennies simply to make the statement
easier to read, or to save two columns of figures, but rather
a bold admission that the figures are estimates. In the
smaller companies, let us round out our figures to the near-
est hundred dollars and, in the larger companies, to the
nearest thousand dollars or even the nearest hundred thousand
dollars”
.
Mr. Franklin goes on to show how the term "value”
is misapplied in its relation to inventories and fixed assets,
and how such terms as "net worth” and "book value” are far
fetched and inappropriate. In order to pin down his thoughts
on the presentation of accounting information, he has pre-
pared the following "Statement of Financial Position" for a
typical company.
.*
-
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X Y Z COMPANY
STATEMENT OF FINANCIAL POSITION
December 31, 1943
Cash $ 9,427,000
Notes and accounts receivable,
less bad debt losses to be
sustained 15, 128,000
< $24, 555, 000
Less
:
Accounts payable
Accrued wages and expenses
Federal taxes
$ 7,127,000
477,000
12,227,000 19,851,000
$ 4,724,000
Land - at cost 527,000
Costs deferred to future operations:
Inventory $32,896,000
Buildings, machinery and
equipment - cost $45,128,000
Less - Portion thereof
charged to prior opera-
tions 21,019,000 24,109,000
Prepaid insurance, taxes,
etc. 227,000 57,232,000
Total net assets $62,485,000
Represented by:
Capital stock, 500,000 shares
common stock at $100 per
share
Accumulated profits
$50,000,000
12,485,000
$62,483,000

METHODS OF PRESENTING THE GMANGES IN SURPLUS
AS ILLUSTRATED IN TYPICAL ANNUAL REPORTS
Methods of presenting the changes in surplus in
the financial statement of corporations vary considerably
just as do the methods of presenting other parts of the
statements* This lack of uniformity in reporting the change
i in surplus from year to year is displayed not only in the
technical arrangement but also with respect to the data used
In general, two different methods are employed to
present the changes in surplus:
(1) A separate statement is provided showing the
analysis of surplus. (This is really a third distinct state
ment, since the profit and loss statement and the balance
sheet comprise the other two.)
(2) An analysis of surplus is made an integral
part of the profit and loss statement and is customarily
shown as the last portion of that statement.
There are a few variations of the two methods
noted above, but an examination of many annual reports
indicates that there is a growing tendency to provide a
separate statement of surplus.
It has been noted in previous pages that during
recent years there has been a growing emphasis attached to
the importance of the income statement because of the stress
laid upon earning power. This has had the effect of gener-
ally relegating all items of expense and income which are of
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an extraordinary or non-recurring nature to a separate
statement or analysis. Sometimes they are referred to
as adjustments of surplus. (See Statement of Earned Sur-
plus of the Harvard Brewing Company on page 22 as prepared
"by Charles F. Rittenhouse and Company, Certified Public
Accountants.) The use of a separate surplus statement or
schedule has become so common in practice that it has
provoked widespread comment as to its place in the general
scheme of financial reporting. There are those who believe
that this segregation of items in a separate statement of
surplus can be overdone and that, with certain exceptions,
the income statement should be the vehicle used in presenting
not only the ordinary but the extraordinary items of expense
and income.
The difference in opinion can be stated somewhat
as follows. Those who advocate the use of the separate
statement for surplus adjustments contend that it is the
only feasible means of satisfying the present day demand
which places great emphasis on sustained earning power
without minimizing the importance of the irregular charge or
credit. The advocates of this method can not be reconciled
to the merging of recurring and non-recurring items in a
single statement, since that method would seem to partake
of a too indiscriminate concept of accounting for income
which, they believe, was outmoded long ago.
On the other hand is that group which advocate
..
V *
*
.
,
combining recurring and non-recurring elements in the income
statement. They are not impressed by any previous or es-
tablished mode of procedure. They feel that there is some-
thing more important than adhering to a traditional form.
In their opinion there is a fundamental principle of ac-
counting involved—the principle of reporting how management
has administered the assets placed in its charge. If too
much emphasis is placed on presenting in the income state-
ment only the elements which make for sustained earning
power it is likely that too little consideration will be
placed on the over-all effectiveness of management in
utilizing all the assets placed at its disposal. A stock-
holder could miss completely the significance of a large
write-off against surplus because of obsolescence. He
could completely miss the point that a discerning management
should have depreciated the assets at a faster rate thus
causing the earnings to be less. In this connection it is
obvious that the perspective to be gained from examining
income statements which are complete in their presentation
of all material facts may be extremely useful.
The following two statements taken from the annual
report of Allied chemical & Dye Corporation are interesting
because of the exceedingly condensed form of both the income
statement and the surplus statement.
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ALLIED CHEMICAL & DYE CORPORATION
CONSOLIDATED INCOME ACCOUNT
Year Ended December 3i, 1944
Gross Income (other than dividends
and interest) after provision
for depreciation, obsolescence,
repairs and renewals, all state,
local and capital stock taxes
Provision for General Contingencies
Other Income
:
Dividends
Interest
Gross Income before provision for
Federal Income and Excess
Profits Taxes
Federal Income and Excess Profits
Taxes
Net Income
$>38 , 534 , 059 * 53
3,000,000.00 $3 5,534 , 059.53
$ 2,703,272.98
420,548.53 3,125, 621.51
$38,657,681.04
r
20,652, 606.01
$18,025,075.03
SURPLUS ACCOUNT
Surplus at December 31, 1943 $200,394,248.77
Net Income year 1944 18, 02 5, 07 5.03
Dividends declared on Common Stock $ 14,407,728.00
Less: Dividends on Treasury Stock,
not included in Income 1, 123, 154.00
Surplus at December 31, 1944
$218,419,323.80
15,284,594.00
$205,134,729.80
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The copy of the statement of Columbia Pictures Cor-
poration shown below is a good example of the combination of
the profit and loss statement and the surplus statement.
COLUMBIA PICTURES CORPORATION
CONSOLIDATED STATEMENT OF FOFIT AND LOSS
AND EARNED SURPLUS ACCOUNT
For The Twelve Months Ended June 30, 1945
Gross income from rentals and sales
of film and accessories
Deduct
:
Amortization of production costs
Share to producers & participants
Cost of accessories & prints sold
General, administrative and sell-
ing expenses (including advertis-
ing of $1,124,184.13)
Taxes, other than Federal taxes
Operating profit
Other income (net), including interest
Income
Income from subsidiary company operat-
ing in Spain, previously deferred,
now received in the United States
Interest, including other expense on
bank loan
Provision for Federal taxes:
Income and excess profits taxes
(including $390,000 for excess
profits tax) (estimated)
Capital stock tax
Profit for the twelve months’ period
Earned surplus at June 30, 1944
Add--Profit for twelve months’
period
Deduct
:
Cash Dividends:
On $2.75 preferred stock
On common stock ($.50 per share)
Stock Dividend, on common stock
(2j per cent)
Earned surplus at June 30, 1945, per
consolidated balance sheet (includ-
ing $1,177,338.63 of undistributed
profits of subsidiary companies
operating in foreign territories)
$36,013,753.76
$19,025,138.95
1,763,294.55
512,811.90
10,224,766.03
726,517.06 32,252, 528.49
$ 3,761,225.27
$ 30,078.43
53,050.70 83,129.13
$ 3,844,354.40
195,499.33
$ 3,648,855.07
$ 1,589,000.00
114,687.50 1,703,687.50
$ 1,945,167.57
$ 8,284,632.67
1,945,167.57 $10,229,800.24
$ 154,559.17
191,700.50
$ 346,^59.67
297,158.69 643,418.36
$ 9,586,381.88
.• t
.
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One of the most interesting statements is that of
Aluminum Company of America because there is no separate income
statement, but instead the items which go to make up income are
incorporated in the surplus statement.
ALUMINUM COMPANY OF AMERICA
CONSOLIDATED INCOME AND SURPLUS ACCOUNT
For The Year Ending December 31, 1944
Earned Surplus-
Beginning of Year $149,804,572.59
Adjustments Applicable
to Prior Years (1944
includes Renegotiation
of War Contracts for
Year 1943)
Adjusted Earned Surplus --
Beginning of Year
Earnings, after deducting
all Exoenses incident to
Operations, before Pro-
vision for Amortization,
Depletion and Deprecia-
tion and Income and
Profits Taxes
Provision For Amortiza-
tion, Depletion and
Depreciation
Earnings Before Income
and Profits Taxes
Provision for Income
and Profits Taxes $71,994,560.86
Less: Post-War
Refund of Excess
Profits Tax which
$5,483,624.00 re-
presents Debt Re-
tirement Credit--
Year 1944 5,623,681.82 66,570,879.04
Net Income Before
Renegotiation 31, 695, 480.52
$178,943,571.71
Less--Dividends--Pref . Stock $ 7,154,196.00
Dividends --Com. Stock 8, 991 , 120 .00 16, 145,516.00
Earned Surplus - End of Year
2,554,481.20
$147,250,091.39
$152,947,774.10
54,883,414.74
$ 98,064,359.36
$162,798,255.71
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The following statement of surplus as presented by
the Harvard Brewing Co. contains the interesting feature of
"Surplus Credits" and "Surplus Charges" and makes for additional
clarity.
HARVARD BREWING COMPANY
STATEMENT OF CONSOLIDATED EARNED SURPLUS
Years Ended September 30, 1945 and 1944
Year Ended
September 30, September 30
Surplus at Beginning, as Previously
$ $Reported 860,959.25 853,480.66
Surplus Credits:
Net income for the year 175,939.07 174,549.74
Adjustment of reserve for bad debts
Adjustment of provision for post-war
5,293.05
refund of excess profits taxes 511.83
Repairs capitalized by Internal Revenue
Department
Portion of management fund accrued at
2,929.06
September 30, 1943, subsequently can-
celled by Board of Directors
Property tax abatements applicable to
2,021.70
prior years 5,338.12
042,236.44 $1, 038 .786.04
Surplus Charges
:
Dividends declared on common stock $ 93,750.00 $ 171,875.33
Transfer to reserve for contingencies 50,000.00
Tax reserve adjustments 1,041.41 5,951.46
Total Surplus Charges $ 144,791.41 $ 177,826.79
Surplus at End t 897,445.03 $ 860,959.25
-
The Rath Packing Company presents their statement of
surplus separate and aoart from the income statement. An in-
teresting feature of the following surplus statement is the
division of earned surplus and paid-in surplus.
THE RATH PACKING COMPANY
WATERLOO, IOWA
SURPLUS STATEMENT
For The Fiscal Year Ended November 3, 1945 (53 weeks)
Earned Surplus
Earned surplus, October 29, 1944 $5,048,634.40
Add: Transferred from income account $1,347,574.51
Excess provision for Federal
income taxes, prior years 195,080.32
Income taxes, prior years, re-
funded or receivable 465, 961 .01 2,008, 615.84
$7,057,250.24
Deduct
:
Cash dividends paid-
On preferred stock
On common stock
Total
Restatement of inventory at
beginning of year by
application of amendment to
income tax regulations relat-
ing to inventories priced under
the elective (last-in first-
out) method
$ 92,916.28
979,990.20
842, 565.75
Earned surplus, November 3, 1945
1,915,472.25
$5, 141,778.01
Paid-in Surplus
Paid-in surplus, October 29, 1944 $ 510,000.00
Excess of amount received for 200,000
common stock over par value
($2,000,000.00) 4,750,000.00
$5,260,000.00
Costs and expenses in connection with
issuance of 200,000 shares common
stock and retirement of preferred
stock 371,188.72
$4,888.811.28Paid-in surplus, November 3, 1945
.
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The Firestone Tire and Rubber Company shows on one
page three distinct statements as indicated below.
THE FIRESTONE TIRE AND RUBBER COMPANY
and Subsidiary Companies
CONSOLIDATED INCOME ACCOUNT
For The Year Ended October 31, 1945
$529,094,375.72
30,242,337.09
63,692 , 554.63
NET SALES
Operating Expenses:
Cost of Goods Sold
Depreciation and Amortization
Selling, Administrative and
general Exnenses
PROFIT FROM OPERATIONS
Other Income
:
Interest, Income from Investments,
etc
.
TOTAL INCOME
Income Deductions:
Interest and Debenture Discount
and Expense $
Miscellaneous
NET INCOME BEFORE INCOME TAXES ETC.
Federal, State and Foreign Income
and Excess Profits Taxes, less
Refund Claims
Provision for Contingencies
NET INCOME TO EARNED SURPLUS
CONSOLIDATED EARNED SURPLUS
EARNED SURPLUS October 31, 1944
Add:
Net Income for year ended October
31, 1945, from Consolidated In-
come Account
2,176,826.92
1,443,349.68
Deduct
:
Dividends
:
Preferred
Common
S4.50 per share
$2.50 per share
Premium on Preferred Stock
Retired
$ 1,957 , 532.09
4,869,302.00
$ 6,826,8^4.09
$681, 744, 072,.85
623, 029, 267,.44
$ 58, 714, 805,.41
1, 652, 106,.56
& 60, 366, 911,.97
3, 620, 176,,60
$ 56, 746, 73 5,.37
37, 800, 000,.00
00<
—
i
<3= 946, 735,.37
2, 500, 000,.00
$ 16, 446, 735,.37
$ 43,201,785.55
16,446,735.57
$ 59,648,520.92
6,861,934.09
52,786,586.83
CONSOLIDATED CAPITAL SURPLUS
CAPITAL SURPLUS October 31, 1944
Deduct: Adjustments arising from
Treasury Stock Transactions
CAPITAL SURPLUS October 31, 1945
$ 973,460.98
50,965.00
$ 922,495.98
-
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The following statement of consolidated income and
earned surplus of the Hercules Powder Company is particularly
interesting because of the write-off of good will which has been
charged against earned surplus.
HERCULES POP/ DER COMPANY
CONSOLIDATED STATEMENT OF
INCOME AND EARNED SURPLUS
Year Ended December 31, 1945
NET SALES AND OPERATING REVENUES
PROFIT FROM OPERATIONS
(After depreciation and amortization of
$4,517,017)
OTHER INCOME
OTHER DEDUCTIONS
Additional amortization of emergency
facilities applicable to 1945
Provisions for contingencies
Miscellaneous
$1,757,902
200,000
217,467
TAXES
U. S. capital stock
U. S. income
Normal and surtax
Excess profits
(Reduced $1,839,209 as a result of
accelerated amortization of
emergency facilities applicable
to 1945)
Foreign income and excess profits
NET EARNINGS
~~
Dividends on preferred stock - cash 5.75$
BALANCE APPLICABLE TO COMMON STOCK
Dividends on common stock - cash $2.50 a share
NET EARNINGS AFTER DIVIDENDS
Earned surplus - January 1, 1945
$ 104,937
2,195,953
7,081,516
86,409
DEDUCT
:
Write-off of good will
Additional amortization of emergency
facilities applicable to prior years
Less tax reduction resulting from ac-
celerated amortization of emergency
facilities applicable to prior years
EARNED SURPLUS - December 31, 1945
$5,000,000
62 5,932
812,692
$100,555,904
16,301, 4'5l
268,535
$ 16,569,984
2,175,369
$ 14,394,615
9,468,815
r 4,925,600
503,056
T,42F,7M
3,291,775
$ 1,130,969
3T
19,206,192
"07T
4, 813,240
$ 15,525,921
EARNINGS PER SHARE COMMON STOCK ON
1,316,710 SHARES OUTSTANDING $3.36

One of the most interesting statements is that of the
Saco-Lowell Shops reproduced below. Attention is called to the
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net loss being offset by transfer from the reserve for
SACO - LOWELL SHOPS
And Subsidiary Companies
SUMMARY OP CONSOLIDATED LOSS
For The Year Ended November 30, 1945
NET OPERATING LOSS BEFORE DEPRECIATION
PROVISION FOR DEPRECIATION
NET OPERATING LOSS
ADD:
Interest Paid
Provision for social security and
state taxes, less unused accrual
of Federal capital stock taxes
Miscellaneous income charges
GROSS LOSS
DEDUCT:
Interest Income
Miscellaneous Income Credits
NET LOSS BEFORE YR OVISION FOR FEDERAL
INCOME TAXES
PROVISION FOR FEDERAL INCOME TAXES OF
SUBSIDIARY COMPANY
NET LOSS FOR THE YEAR
NET LOSS OFFSET BY TRANSFER FROM RESERVE
FOR CONTINGENCIES
SUMMARY OF CONSOLIDATED EARNED SURPLUS
EARNED SURPLUS, November 30, 1944
CHARGES TO SURPLUS:
Dividends Paid:
Convertible preferred stock $ 8*80
Common stock 374,354.50
Premium on convertible preferred stock
called for redemption (88 shares) 220.00
Excess of cost over par value of
common stock retired (1,223 shares),
less gain on sales of treasury stock
(597 shares) 10,727.76
EARNED SURPLUS, November 30, 1945
SUMMARY OF CONSOLIDATED PAID-IN SURPLUS
PAID-IN SURPLUS, November 30, 1944
Add-Excess of par value of convertible
preferred stock av er par value of common
stock issued on conversion thereof
PAD -IN SURPLUS, November 30, 1945
§ 1,804.51
202,980.33
5,869.25
$ 42,188.98
21,399.51
contingencies
•
$ 971,235.34
191,861.31
$1,163,096.65
210,654.09
$1,373,750.74
65,588.49
$1,310,162.25
8 , 000.00
$1,318, 162 .25
$1,318,162.25
$1,797,856.16
585,311.06
$1,412 , 545.10
$5,716,777.90
19,860.00
$5,736,657.90

SHOULD A DISTINCTION BE MADE BETWEEN
THE VARIOUS KINDS OF SURPLUS?
During the past several years there has been con-
siderable discussion among accountants as to the desirability
of distinguishing between the various kinds of surplus, and
there seems to be an increasing tendency to make hard and
fast definitions of surplus. Then, too, the dividing of
surplus into earned surplus and capital surplus calls for a
discussion of what is essential about surplus and what is
not essential.
An accountant will naturally report the accounts
as clearly and honestly as possible, and in the case of many
accounts he can be very definite and categorical. He would
not think of reporting such accounts as "Sales”, "Notes
Payable", and "Cash" on anything but a specific basis, but
surplus does not lend itself to such arbitrary treatment.
To be sure, the amount of surplus should equal the excess of
the assets over the sum of the liabilities and capital stock
accounts, but income determination and asset valuation can
be fairly elastic procedures and thereby lend considerable
elasticity to surplus.
When it is required to divide surplus into two
divisions—earned and capital--it necessitates not merely
arriving at a total figure for surplus, but it presupposes
an understanding of the concept of surplus and this is not

easily attained. When one traces the flow of income into
capital, and observes in many instances how income and
capital mingle and how income flows out of the use of
capital funds and later merges with those capital funds,
it is natural to hesitate about making arbitrary asser-
tions as to the nature of surplus.
^"But certain broad things can be said. One is
that it is very desirable to maintain a clear distinction
between the problems involved in the reporting of the an-
nual changes in surplus and those concerned with the show-
ing of the cumulative surplus balance. It is safe to say
that the former is a much more important matter than making
subdivisions of the surplus balance. Changes in surplus can,
at the time they occur, be specifically described, and good
accounting should require that they be so described. Even
this, however, does not mean that every item can be readily
classified as capital or earned surplus. Surplus arising
from the restatement of capital stock is probably the most
unquestioned kind of capital surplus. Surplus from re-
appraisal of capital assets is in most cases capital sur-
plus, but could under certain conditions be merely a cor-
rection of depreciation charges, which means earned surplus.
Surplus transferred from the income statement, if properly
determined, is the clear case of earned surplus. At the
1. Sanders, Thomas H., Various Kinds of Surplus
,
The Journal
of Accountancy, ApriTJi 1958, page 584.
'.
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time these items arise the important thing is to indicate
clearly the source of the surplus, and this is not always
the same thing as labeling them as capital or earned.
"The showing of the cumulative surplus balance
or balances in the balance sheet under classified headings,
though important, is less important than the showing of the
changes as above described. It is difficult over the years
to preserve the different kinds of surplus in a state of
accuracy, because the subsequent adjustments are themselves
open to question as between the different kinds of surplus.
Nobody can thoroughly understand a surplus amount in a
balance sheet without looking up its entire history; and
although showing it subdivided into capital surplus and
earned surplus will put him on notice that there are two
elements present, he is not much wiser unless he looks up
the complete history in the old annual reports.
"it would seem, therefore, that reasonable require-
ments for surplus would say:
1. All substantial changes in surplus shall be
clearly described at the time they occur, and classified
into capital or earned surplus as far as possible. This
will furnish the chief guide to those who wish to study
the meaning of surplus in a particular company.
2. The cumulative surplus amount shall be classi-
fied into capital or earned surplus as far as possible. But
an absolute requirement for a division between capital sur-
plus and earned surplus will lead only to the inclusion in

the balance sheet of more items which look like certainties
when in fact the amounts are tentative and qualified in a
high degree.”
Without doubt the definition which best answers
the business man and the investor's conception of capital
stock would emphasize the point that it represents the
amount of money invested by the stockholders. Similarly,
they would define corporate surplus as the amount of ac-
cumulated profits retained in the business. But these
simple concepts of capital stock and surplus have become
obscured by various methods of legal and technical juggling
and most of the blame for the break-down of these simple
concepts can be charged to our lax and confusing system of
law. When it is legal to take a portion of the amount paid
in by stockholders for stock and pass it over into surplus,
even though it may be labeled n paid-in surplus", and when
it is also legal to take a portion of surplus, or undivided
profits, and allocate it to capital stock in the form of a
stock dividend it is no wonder that such practice makes for
difficulty in reporting capital and surplus in a rational
way.
Mr. William A. Paton says,-*- "Since the law is
quite ready to call capital 'surplus' and surplus 'capital'
the accountant who has a lingering desire to present a
1* Various Kinds of Surplus
,
The Journal of Accountancy,
April, 1938, page 286.
,•
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clear picture of net worth has found himself in a somewhat
embarrassing position. On the one hand, he is faced with
the necessity of avoiding any appearance of ignoring the
legal conditions attaching to the corporation; on the other
hand, he wishes to recognize the objective economic and ad-
ministrative situation, and meet the needs of those who are
thinking primarily in those terms. As a way out, he has
adopted--not altogether fortunate ly--the practice of
classifying surplus into two divisions, (1) capital or
paid-in surplus and (2) earned surplus.’’
Mr. Paton goes on to say that it would clear the
situation if surplus as such was restricted to cumulative
amount of undistributed profits. It must be complemented,
of course, by the reporting of capital stock at the total
issue Drice. In such a case the following manner of pres-
enting the stock may be used:
Capital Stock:
Designated as legal capital XXX
Received in excess of legal capital XXX XXX
The above treatment of capital stock is accentable from the
legal standpoint and possesses the added advantage of avoid-
ing the application of the term surplus to any part of the
proceeds of the capital stock.
In light of the foregoing treatment of capital
stock it would now seem logical to inquire into the proper
treatment of surplus. If capital stock should be restricted
..
.
.
.
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to the investment made hy stockholders, none of which is to
be passed on to surplus, then it would appear proper to
restrict surplus to the cumulative amount of undistributed
profits, and the amount of surplus capitalized by a stock
dividend should remain as a portion of the surplus section
and not be transferred to capital stock. Thus surplus
would be presented in the following manner:
Surplus (undistributed profits):
Designated as legal capital XXX
Legally available for dividends XXX XXX
%!*. Paton goes on to say,
M
I cannot agree that
the amount of surplus in the sense of undistributed profits
is not a significant fact. If corporate net worth is re-
ported as just suggested, the extent to which the business
to date has been financed with stockholders’ capital invest-
ments on the one hand and undistributed profits on the other
is clearly shown, and I believe these data are significant
as well as understandable. At any rate, it seems fair to
conclude that unless net worth is divided into capital and
surplus along these lines, the classification is bound to
be misleading to most readers and hence worse than useless.
Of what possible value is a showing of a division of capital
and surplus which is the result of an arbitrary (even if
legal) assignment of investment and profits to the two
categories?
1. Ibid., p. 287.
.'
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"But even if the term surplus in the financial
statements is restricted to the amount of undistributed
profits, some further classification may be in order. No
doubt the practice of subdividing surplus account under
fancy titles has been carried much too far in some cases,
and quite generally the importance of the process of ear-
marking surplus has been exaggerated. Nevertheless, where
surplus is unavailable for dividend appropriations as a
result of a particular contract, or some other special legal
requirement, it is necessary for the accountant to indicate
the amount impounded. Similarly, the division of surplus
legally available between the amount which may be ass lined
to be invested in fixed assets or in the retirement of
indebtedness, and the amount which is financially avail-
able for expansion of working capital or for dividends,
may be decidedly helpful to the reader of the balance sheet.
"it does not seem necessary or even desirable to
attempt to classify surplus in the balance sheet in terms
of the kinds or sources of recognized profits. It is the
function of the income sheet to show all profits realized,
period by period, with adequate classification as to origins.
"With resnect to an adjustment of net worth which
reflects revaluation of assets either up or down, I agree
that to report the increase above cost as surplus (or the
decrease from cost as a deduction from surplus) is poor
accounting. Perhaps the most satisfactory practice is that
..
.
.
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which shows the amount of appreciation (or declination)
as a modification of the amount of the stockholders’
equity as otherwise determined".
The following setup will serve to summarize the
foregoing comments on the ideal presentation of caoital
and surplus
:
Equity of Stockholders:
Capital (descrintion as to character shares, etc.):
Designated as legal capital xx
Received in excess of legal capital xx xx
Surplus (undistributed profits):
Designated as legal capital xx
Restricted by purchase of outstanding stock xx
Invested in plant facilities and debt retirement xx
Available for working capital and dividend
appropriations xx xx
Total stock equity on a cost basis xx
Adjustment resulting from plant appraisal xx
Total stock equity on an appraisal basis xx
Probably the chief reason why accountants have, as
a whole, left the matter of surplus designation and surplus
presentation in its present unsatisfactory status is because
they have become so involved in a discussion of a variety of
technical and legal niceties and have lost sight of the
fundamentals of the problem. The principal difficulty has
not been so much what constituted the various elements making
up the credits to surplus as what has constituted proper
charges against these credits.
After all. Accountancy is basically concerned in
distinguishing between what is capital and what is income.
If we view the corporation from the standpoint of its rela-
tionship to the stockholders or owners, the capital may be
considered to be the assets (money) which the stockholders
,.
.
'
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have invested in the enterprise with the hopes of getting
a return in the form of dividends. The income which the
corporation earns may he considered to he the return on the
capital, or the increment resulting from the use of the
capital. It has heen unfortunate that in attempting to
reconcile this very simple and basic concept with the many
and varying legal concepts of what constitutes surplus
(some of them absurd), we have made only for confusion and
now find ourselves in the middle of a bewildering puzzle
with the underlying facts obscured.
It would seem in order to return to fundamentals
and show as capital all that is contributed by stockholders
when stock is sold to them. Where statutes require it a
portion could be designated as legal surplus but it should
be properly identified and should remain in the capital
section separate and apart from surplus. If stock is sold
at a premium then that premium should be treated also as a
portion of capital with apnropriate identification.
If stockholders vote to reduce the par or stated
value of the stock with a corresponding increase in surplus
for the purpose of writing down assets which are overstated
they obviously give permission to have the loss or shrinkage
considered as a loss of their capital; but any surplus which
remains still represents capital originally contributed by
them as stockholders, and should be so regarded.
In a similar manner, it could be argued that
transactions by a corporation in its own stock should be
treated as addition to or reduction of capital. If capital
.• •
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stock is purchased to be held in the treasury it results in
a reduction of capital and this reduction should be shown as
affecting that portion of the capital which has been
designated as ’'surplus' 1 . When, at a later time, this stock
is sold at a price above its cost then the temporary re-
duction in the capital is made good and the additional capital
supplied by the new stockholders becomes capital and is not
credited to earned surplus. In the case of the treasury
stock being sold below the purchase price the capital would
sustain a permanent loss to the extent of the difference
between the cost and the selling price and if there was not
sufficient "surplus" in this section to stand this loss it
probably would be necessary to charge the loss to earned
surplus
.
The separation of the various types of surplus in
order to make clear the distinction between contributed
capital and undivided profits would seem to be earnestly
desired if the net worth section of the balance sheet is
to be clearly and accurately displayed. Certainly the in-
discriminate merger of various types of surplus should be
roundly condemned. The practice should be discontinued of
setting up in the financial statements socalled "surplus"
accounts with equivocal titles which leave the reader con-
fused as to what items represent contributions by stock-
holders and what items represent earnings. The suggestion
that this clear distinction be made appeared as early as
1936 in the "Tentative Statement of Accounting Principles"
I'
-
issued by the executive committee of the American Accounting
Association. That statement contains in substance the
proposals for a two-way division of net worth, as outlined
above, and goes even further by specifying as definitely
as possible the charges and credits which properly may be
considered applicable to each section.
..
EARNED SURPLUS CLASSIFIED
The Committee on Terminology of the American
Institute of Accountants has defined earned surplus as
follows
:
"Earned surplus if the balance of net profits,
income and gains of a corporation from the date of
incorporation (or from the date when a deficit was
absorbed by a charge against capital surplus
created by a reduction of the par or stated value
of the capital stock or otherwise) after deducting
losses and after deducting distribution to stock-
holders and transfers to canital stock accounts
when made out of such surplus."
The purpose of building a profit and loss state-
ment at regular intervals is to present, in analytical
form, the result of business operations for a given period
of time, and thereby to show the net effect of doing busi-
ness during a fiscal period. The statement shows the
amount of net profit gained or net loss sustained and
usually indicates the sources of income together with the
offsetting exoenses and losses. Since the profit (or loss)
will eventually be closed to the Proprietor's Capital
account, it is obvious that the same result could be ob-
tained if the various items used in making up the profit
.'
.
.
«
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and loss statement were entered immediately in the Capital
account. But since there may have been additional capital
invested in the business, or withdrawals of capital made
during the accounting period, the balance, at best, would
represent only the changes in proprietorship and would not
present the net result of operations for the period. Be-
sides it already has been noted that the Capital account
of a corporation is very definitely hedged about by various
legal restrictions which may not lightly be disregarded.
Hence, it is quite necessary that a Profit and Loss account
be maintained at time of closing the books, and income
derived and all expense incurred during the year, pass through
it to the Surplus account. The amount of net profit (or loss)
which passes fr©m the Profit and Loss account to the Surplus
account is probably the most significant figure obtained in
the accounting process.
Surplus, as has been pointed out earlier in these
pages, is frequently used in a more comprehensive sense,
covering the excess of assets over the sum of stated capital
and liabilities. In this sense it is made up of the follow-
ing:
1. Balances of current profits from year to year
which have not been distributed in the form
of dividends.
2. Gains of an unusual nature, which it is
thought better to exclude from the state-
ment of profit and loss.
3. Unrealized appreciation of assets.

4. Contributions of stockholders, not in-
cluded in the showing of nominal or stated
capital, such as (a) premiums on the issue
of stock; (b) donations or contributions.
5. Transfers to Surplus arising from a re-
statement of capital.
Mr. William Paton in a discussion^- of the various
kinds of surplus says,
"But even if the term surplus in the financial
statement is restricted to the amount of undistributed
profits, some further classification may be in order.
No doubt the practice of subdividing the surplus
account under fancy titles has been carried much too
far in some cases, and quite generally the importance
of the process of earmarking surnlus has been exag-
gerated. Nevertheless, where surnlus is unavailable
for dividend appropriation as the result of a parti-
cular contract, or some other special legal require-
ment, it is necessary for the accountant to indicate
the amount impounded. Similarly, the division of
surplus legally invested in fixed assets or in
retirement of indebtedness, and the amount which
is financially available for expansion of working
capital or for dividends, may be decidedly helpful
to the reader of the balance sheet."
It is probably safe to say that all non-operating
and non-recurring losses should exhaust net income of the
current period before falling upon earned surplus. In turn,
it should not fall on capital surplus until earned surplus
has been exhausted and capital surplus should be completely
depleted before the capital stock is impaired. In case a
deficit is carried forward as an offset to capital surplus,
after having exhausted earned surplus, it is not necessary
to absorb the deficit, but it is advisable to make a clear
1. Journal of Accounting, April, 1938, page 288

disclosure of the extent to which the surplus is impaired.
Since all surplus may be viewed as a general
buffer, there is little gained by appropriating various
portions of earned surplus in special reserve accounts or
under separate titles to indicate the possibility of any
loss, contingent or otherwise.
If a company finds it necessary to restate its
capital in order to absorb a deficit it places itself in
the position of a newly organized concern, and any retention
of previously earned profits in the face of absorption of
losses would be a misrepresentation. If the company ac-
cumulates earned surplus subsequent to the restatement of
capital then that surplus should be dated as of the time of
the restatement of capital.
In attempting to classify earned surplus several
different bases suggest themselves, but not all of these are
of a practical nature. For instance, if we attempt to
classify earned surplus according to its origin we are faced
immediately with the perplexing problem of breaking it down
from the standpoint of surplus derived from the regular
sources of operating income and that which comes as the
result of an extraordinary or non-recurring transaction.
As has been pointed out elsewhere, it is hardly feasible
to make this distinction if we follow the modern concept
of reporting income. Moreover, it would be well-nigh im-
possible to account for earned surplus on a basis of origin
*,
-
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if we take into consideration such items as losses,
interest charges, interest earnings, taxes and dividends.
If we make a second attempt to classify earned
surplus, this time from the standpoint of what use is made
of it, we find that the solution is equally difficult to
attain. Just as the other elements of capital are reflected
in the assets as a whole so is surplus. There can he no way
of identifying surplus in terms of any particular asset or
group of assets. Of course, it can he argued in isolated
cases that any addition to surplus is reflected in plant
assets, if an expansion has taken place in that type of
assets and has not heen accompanied by borrowing, increas-
ing capital stock, or reducing current funds.
There are times when it might he said with a
degree of certainty that additions to surplus were embodied
in current assets. If current assets have expanded and
there is no other way to account for the accumulation of
profits it may he truthfully stated that the surplus is
invested in one or more of the current assets.
It must not he forgotten that surplus is ba-
sically nothing more or less than a part of the stockholders
equity in the total of the assets. As a means of explaining
what has become of the funds represented by profits a state-
ment of the sources and application of funds may be built.
While the earmarking of surplus in special
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reserve accounts is quite generally observed in oractice,
it is likely to convey a misleading imoression to the aver-
age reader of statements. The term "reserve" suggests to
many persons who are not familiar with accounting terminol-
ogy that there has been an actual setting aside of a fund
which is being accumulated for a specific purpose. Usually
there is no fund to offset the reserve and very likely there
has not been nor will there be any expenditure of funds of
In
the nature implied by the title of the reserve. Particularly
questionable is the practise of appropriating surplus under
special titles designed to reflect the possibility of loss
and the readiness of the corporation to face the contingency.
All surplus may be viewed as a general-purpose buffer or
reserve, and there is little to be gained by the use of
fancy labels in this connection. If claims exist which
presumably must be satisfied the amount thereof estimated
if need be, should be set up as a liability. If the con-
tingency is nothing more than a bare possibility, and
especially if the amount of possible loss is indeterminate,
a footnote is likely to be more informative than a sub-
dividing of surplus. In no event should a reserve for
possible future loss be reported in such a manner as to
obscure its true character as a portion of surplus."
It has been suggested by some writers on the
1. Paton and Littleton, Corporate Accounting Standards ,
page 106.
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subject that it would be feasible in many cases, to divide
earned surplus into two main sections: (1) that portion
which may be said to be embodied in fixed assets, and (2)
that portion which may be said to reside in net working
capital. It would be necessary to make modifications an-
nually, such as transferring from "surplus invested in
plant" to "surplus invested in v/orking capital" as the
physical property depreciated, assuming that income funds
sufficient to cover all depreciation were being retained
in current form.
It should be added that surplus reserves should
not be confused with "liability reserves" or with "valuation
reserves" which are offsets to assets. The process of ap-
propriating surplus to various surplus reserves and the
returning of any unused portion to the surplus account at
a later date should not be considered as a part of account-
ing for income, 8nd, therefore, should in no way affect the
income statement.
In the process of declaring a stock dividend, a
certain amount of earned surplus is converted into legal
capital through the process. From that time on it is cus-
tomary to report the amount as capital stock and not as
surplus. It would, be, however, informative in such a case
if the extent of the canitalized earned surplus were in-
dicated in subsequent balance sheets by footnotes or other
appropriate information.
*.
\
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IS CAPITAL SURPLUS A MISNOMER?
Whenever the assets of a corporation exceed the
liabilities plus the stated or legal capital, a surplus is
said to exist. The chief source of this surplus may be
found in the net earnings from year to year, but there may
be many other sources. In the aggregate, surplus may be
said to consist of earnings which have accumulated from
regular operations, plus extraneous profits such as derived
from sale of fixed assets and treasury stock. In addition,
there may be contributions in the nature of premium on the
sale of original issue stock, or the contribution may be in
the form of donated stock or donated physical assets.
Again, there may be surplus arising from the purchase and
retirement of stock below its par or stated value. Also,
it is not uncommon to find an unrealized profit recorded
as the result of an appraisal of plant property. If a
corporation finds it is desirable to change or restate
its capital it is likely that a surplus will result from
this transaction also.
Let us assume a corporation has the following
transactions during its first year of operations:
1.
Capital stock of par value issued to the extent of $2,000,000
2. Premium on capital stock issued 200,000
3. Profit on sale of treasury stock purchased. . . . 100,000
4. Profit on sale of fixed assets 50,000

5. Land donated "by city for factory site .....$ 25,000
6* Apnraisal of land and building resulted in a
surplus of 75,000
7. Discount on capital stock purchased and retired 15,000
8. Net profit from operations 155, 000
Total $2,600,000
Until fairly recently, it is quite probable that
the capital stock and surplus of the above imaginary corpora-
tion would be stated somewhat as follows:
CAPITAL STOCK AND SURPLUS :
Capital Stock $2,000,000
Surplus 600, 000
Total $2, 600,000
Over the last decade there has been an increasing
tendency among accountants to give more thought toward the
matter of classifying surplus into its constituent elements,
but there unfortunately seems to be no unanimity of opinion
as to how this should be done. In general, there are three
different opinions which may be summarized as follows:
I. Earned Surplus should include all profits from
regular operations, plus extraneous profits
and all contributions to capital.
Capital Surplus should be credited with any
unrealized profits resulting from appraisals.
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II, Earned Surplus should he credited with profits
from regular operations only.
Capital Surplus should he credited with all
extraneous profits, contributions to capital
and unrealized profits resulting from ap-
praisals .
III. Earned Surplus should he credited with profits
from regular operations only.
Capital Surplus should he credited with all
extraneous profits and contributions to
capital
.
Surplus from Appraisal of Fixed Assets should be
credited with the amount of unrealized profits
resulting from such an appraisal.
To emphasize the difference as set forth in the
three opinions, let us set up the net worth section of the
balance sheet under each condition using the transactions
as outline above:
I. CAPITAL STOCK AND SURPLUS:
Capital Stock
Capital Surplus
Earned Surplus
$2 , 000,000
75,000
52 5,000
Total $2,600,000
II. CAPITAL STOCK AND SURPLUS
Capital Stock
Capital Surplus
Earned Surplus
Total
$2,000,000
465.000
135.000
$2 , 600,000
.,
68
III. CAPITAL STOCK AND SURPLUS:
Capital Stock
Capital Surplus
Surplus from Appraisal
Earned Surplus
$2,000,000
390, 000
75,000
13 5,000
Total $2,600,000
Since there is such a diversity of opinion among
accountants as to the treatment of surplus, as indicated in
the foregoing illustrations, it is obvious that no definite
significance can be attached to Capital Surplus. Until ac-
countants themselves can agree on what constitutes Capital
Surplus and what constitutes Earned Surplus the average
reader of financial statements will remain confused over
these items. Certainly the use of the term '’surplus" with-
out further description is to be avoided.
regretted the use of the term "capital surplus" since the
term is made up of two words which connote opposite mean-
ings. The Committee on Terminology of the American Institute
of Accountants has suggested that the term "surplus" be dis-
continued, and suggests in its place the use of "designations
which might be substituted in the proprietorship section of
the balance sheet which would make it clear that balances
in this section reflect investment rather than value and
would emphasize the distinctions between (1) legal capital,
(2 ) capital in excess of legal capital, and (3) undivided
profits"
.
One of the chief problems connected with account-
ing for surplus is that of segregating it into its proper
Many accountants and writers on the subject have

elements and maintaining the fine distinction which should
be observed between the various classes of surplus. It is
very important to disclose the nature of any surplus both
on the books and in the financial statements. If only one
caption is kept for all surplus and the nature of it is not
disclosed a reader might assume that it was made up entirely
of undistributed profits all of which arose out of regular
operations; but if an analysis is made it may prove that
very little of it found its source in net earnings and that
the greater portion originated from surplus of a capital
nature. In order to do away with such confusion present
day practice insists on the proper segregation of surplus.
In this connection. Regulation S-X of the Securities and
Exchange Commission, Rule 5 -02 provides:
” 34. Surplus - (a) Show in the balance sheet the
division of this item into (1) paid-in surplus; (2)
surplus arising from revaluation of assets; (3)
other capital surplus; and (4) earned surplus. How-
ever, if in the accounts, separate balances for these
are not shown at the beginning of the period of the
report, differentiated in its accounting for surplus
as indicated above, then the unsegregated items may
be stated in one amount. If the above segregation
of surplus is not made, the account titles used shall
be such as will indicate the general types of surplus
Hincluded therein
-'
.
,
.
.
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The Securities and Exchange Commission mentions
in the above quoted regulation "other capital surplus".
If we analyze this type of surplus we find that there are
many and varied sources from which it may arise.
Sources of Capital Surplus:
1. Premium on issue of par value stock or stock
issued at a stated value.
2. Discount on stock retired.
3. Discount on treasury stock acquired (when
carried at par).
4. Profit on sale of treasury stock.
5. Subscription payments forfeited.
6. Assets donated to the corporation.
7. Proceeds from the sale of donated stock.
8. Premium on conversion of one class of stock into
another class.
9. Surplus arising out of a recapitalization or
reclassification of the capital stock.
10.
Amount of earned surplus capitalized on distribu-
tion of a stock dividend.
With all these sources of capital surplus to be considered,
together with the problem of when to make charges against
items of capital surplus instead of earned surplus, is it
any wonder that there have been many recent attempts among
individual accountants and groups of accountants to simplify
the whole problem of treating surplus?

In the 1944 report of Lehigh Portland Cement
Company, the President makes this statement to the stock-
holders :
"As mentioned in previous reports, the surplus
account of the Company includes $8,533,438 of
surplus at April 1, 1936, which was the date when
the capital stock of the Company was readjusted.
Last year the Securities and Exchange Commission
requested the future financial statements filed
with the Commission show a division of surplus
into (1) capital surplus and (2) earned surplus,
designating the point of time from which the new
earned surnlus originated. In order to comply with
this request we will in future reports to the Com-
mission classify the amount of the surplus at
April 1, 1936 as capital surplus and the net un-
distributed profits after that date as earned
surplus. The attached financial statements have
been prepared in the same manner in order to con-
form with our reports to the Commission.”
Arthur Anderson and Company, Certified Public
Accountants, in their certificate, submitted in connection
with an examination of the consolidated statements of
E. I. duPont de Nemours and Company for the year ended
December 31, 1943, qualified their opinion as follows:
"The company maintains a combined surplus
account which includes earned surplus, paid-in
,4
,
.
.
.
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surplus, and surplus arising from revaluation of
assets. In our opinion the respective amounts of
these different classes of surplus should he stated
separately.”
On the duPont balance sheet surplus is shown:
,f Surplus (earned, paid-in, and arising from
revaluation of assets) $335,065,394
Arthur Anderson and Company allocated surplus
at December 31, 1942, as follows:
Paid-in Surplus $ 39,895,458
Unrealized aporeciation of investments,
less amount capitalized through stock
dividends 126,456,462
Earned Surplus 137 ,493,297
$5 03, 493,297
Arthur Anderson and Company advised the company as follows
"The segregation of the surplus account which we sub-
mitted to the company was prepared on the basis of the
considerations outlined below.
"Paid-in surplus credits represent the excess of con-
sideration (cash or other assets) received upon the ori-
ginal issues of securities over the par value thereof
and the excess of consideration received in 1933 (cash
and preferred stock of Remington Arms Company, Inc.)
over the cost of treasury stock issued therefor. Paid-
in surplus charges represent premiums paid upon re-
demption of debenture stocks and amounts transferred to
$4.50 no par cumulative preferred stock account to in-
crease the stated value of such stock to $100 per share.

These transactions are clearly of a capital nature and
accordingly in our opinion are proper paid-in surplus
items
.
"Unrealized appreciation of investments consists
of the write-ups of investments in General Motors
Corporation common stock and Canadian Industries, Ltd.
common stock, less the portion of a dividend paid in
duPont common stock in 1925 which was charged against
the write-up in 1925 in accordance with a resolution
of the Board of Directors. In our opinion the balance
of unrealized appreciation should not be combined with
either paid-in surplus or earned surplus, but should be
classified in the balance sheet in a separate category.
"Earned surplus consists of the net income (to-
gether with direct surplus adjustments of income) of the
company since inception, October 1, 1915, and of its
subsidiaries since the respective dates of acquisition;
less dividends paid in cash or equivalent and in duPont
common stock (other than the stock dividend referred to
above), discount on debenture stock issued, and the write-
off of part of the excess of the amount recorded for the
assets acquired from The Grasselll Chemical Company
(approximately market price at the time of the duPont
common stock issued therefor) over the net book value
of such assets. At the time of the stock dividends and
the discount on debenture stock, which in the segregation
were charged to earned surplus, the balance in the
company’s surplus account consisted only of earned surplus.

The write-off of the Grasselli Goodwill was reflected
in pert by elimination of a capital surplus balance
which arose in the Grasselli acquisition; the remainder
was applied as a reduction of earned surplus, there
being no other class of surplus (other than unrealized
appreciation) available at the time.
"in our opinion the facts surrounding each item
are adequate to determine its character and segregation
in accordance with generally accepted accounting
principles
It is interesting to note in connection with the
foregoing comments by Arthur Anderson and Company that the
Committee on Audit of the duPont Company, composed of mem-
bers of the Board of Directors, questioned the necessity of
such a segregation and observed "there does not exist suf-
ficient uniformity or consistency of opinion among account-
ants with respect to the definition of the several classes
into which it is suggested that surplus be divided
The Committee pointed out that a similar analysis prepared
by another firm of independent public accountants some
years preceding reached results different from those of
Arthur Anderson and Company. The Committee raised the
question whether the company might not be accused of pub-
lishing erroneous information since, in its opinion, cer-
tain of the items of surplus were not susceptible of
accurate segregation. It was further stated that counsel

had advised, from the standDoint of dividend payments, the
law of Delaware "recognizes no distinction either in the
status or in the availability of any separate parts of sur-
plus .
"
In an article'1" written by Robert H. Montgomery
he strenuously objects to the use of the term "capital
surplus" as commonly found in the net worth section of
balance sheets. He goes so far as to call for the formation
of a society the sole object of which is to "send into
oblivion on December 31, 1945, the mongrel term "capital
surplus."
"The words", he says, "were innocently joined
together and maybe should not be called mongrels, never-
theless the term is appropriate, because it did not get
the proper start. The word 'Mongrel' means of 'mixed
origin, character, or kinds, ' which seems to fit.
"in hitching together two dissimilar words some
years ago, we thought we were solving the problem. We did
not anticipate the misunderstandings which have arisen. It
is a sad fact that thousands of hours have been spent by
our leading accountants in deciding where to debit or
credit certain dollars. This discussion is still going
on, since there has been no final settlement of the con-
troversy and there will be no agreement until we remove
the cause of the disagreement. The cause is that the
1. Capital Surplus - He lp Wanted - Journal of Accountancy,
October, 1944.
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words ’capital’ and ’surplus' do not and never did belong
together and the quicker they are divorced the quicker my
good friends can turn their attention to more fruitful
endeavor
•
"We can have as many capital and surplus accounts
on our books as we like. But an account 'capital surplus’
just doesn't belong. Let’s get away from the silly thought
that ledger captions must be short. Probably that is
responsible for the capital - surplus misnomer. We can
have 'surplus arising from reappraisal of assets', or any
'surplus' which we do not dare credit to undivided profits.
We must be careful to designate the captions so that all
who run may read.
##############
"Since we did make a mistake why do we allow it
to make our lives miserable? I have heard two of my best
friends, recognized leaders of our profession, argue for
hours as to whether certain items should be debited or
credited to capital surplus. There is no sound reason
why they did not agree. There is no such thing as capital
surplus l
"

77
SURPLUS CHANGES RESULTING FROM APPRAISAL
OF FIXED ASSETS
»•
There has been a fairly well-defined policy,
adhered to among accountants for a period of considerable
years, that fixed assets should be shown in the balance
sheet at cost less depreciation. This is clearly expressed
in the Tentative Statement of Accounting Principles of the
American Accounting Association. This says that "Accounting
is not essentially a process of valuation but the allocation
of historical costs." The term "valuation" is there used in
the sense of expressing the present market value, in con-
trast to the original cost.
Under date of April 1940, the Committee on Ac-
'
counting Procedure of the American Institute of Accountants
issued a bulletin containing the following pronouncement:
(1) That fixed assets should normally be carried in
the accounts at cost, and that any other basis
of valuation is impracticable and inexpedient.
(2) That if, nevertheless, a corporation should
record the appreciation on its fixed assets
disclosed by an appraisal, operations should
thereafter be charged with depreciation
computed on the basis of the appraisal value.
There is no question but that this view is held
by a large majority of both professional and practicing
,-
*
.
.
accountants, although even those who in general support
this view sometimes justify the substitution of "present
value" in place of "original cost". Adherence to the
historical - cost basis of valuation means that emphasis
is placed on the determination of profits reasonably
attributed to each fiscal period.
There is, however, a divergent view as to the
real purpose of the balance sheet and as to the function
of accounting. There are those who are of the opinion
that the balance sheet should attempt to show the oresent
status of the enterprise in terms of the current values.
There have been several reasons why appraisals of
fixed assets have been made which resulted in a revaluation
upward. For a considerable period of time prior to 1930
there was a trend of prices upward in almost all real es-
tate and plant facilities. In many instances, corporate
officials were of the opinion that the balance sheets of
their companies should reflect this appreciation in value,
and that recording such an appraisal on the books was
wholly within the bounds of sound accounting procedure.
In many cases mortgages were placed on property at a figure
much beyond its depreciated value. Wasn’t this proof that
some new and higher valuation on the books was justified?
This was also an era when many companies wished to establish
increased valuations for the purposes incident to the is-
suance of bonds or additional stock.
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In order to illustrate how an appraisal of property
may he recorded in the books, let us assume that a new build-
ing was purchased for $200,000 on December 31, 1931. From
the date of purchase to December 31, 1945, provision for
depreciation was made on the straight-line basis at 4% each
year. Since the building was purchased in a period when the
real estate market was generally depressed, and since the
period immediately following World War II has witnessed an
inflationary real estate market, let us assume that the build-
ing is appraised as of January 1, 1946 by independent appraisers
as having a reproduction cost new of $250,000 with a remaining
life of 26 years. This would indicate that the appraisers have
set a depreciation rate of 2§r$ from date of purchase.
Building Per Books
,
Before Adjusting Reserve
,
January 1, 1946
Estimated
Expired Unexpired Rate of Reserve for Book
Cos t Li fe Life Depreciation Deprecia tion Value
$200,000 14 yrs. 11 yrs
.
$112,000 $88,000
Building Per Apprai sal , January 1946
Estimated Depreciated
Reproduction Expired Unexpired Rate of Accrued Reproduction
Cost - New Life Life Depreciation Depreciation Co st
$250,000 14 yrs. 26 yrs. $87,500 $162,500
According to the appraisal figures, too much deprecia
tion has been charged in the past. This must now be corrected
by the following entry:
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Reserve for Depreciation
Earned Surplus
Reserve ner books
2§$ of $200,000 x 14
To adjust, as above
of Building
$112,000
years 70,000
$42,000
$42,000
Building Per Books
, After Adjusting Reserve
,
January 1, 1946
Cos t
Estimated
Expired Unexpired Rate of Reserve for
Life Life Depreciation Depreciation
Book
Va lue
$200,000 14 yrs. 26 yrs • $70,000 $13 0,000
Gross Appreciation
:
Reproduction cost new - per appraisal $250,000
Original cost - per books 200, 000
Gross appreciation $ 50, 000
Net Appreciation:
Depreciated reproduction cost $162,500
Book Value (as adjusted) 150, 000
$ 32,500
Amortization of Gro ss Apprecia tion :
Gross appreciation
Percentage of accrued depreciation
Amortization to date on gross
appreciation
$ 50,000
3 5$
$ 17,500
Prom the above data it is now possible to make the
following entry to record the appraisal:
January 1, 1946
Building Appreciation from Appraisal $50,000
Surplus from Appraisal of Building $32,500
Reserve for Amortization of
Building Appreciation 17,500
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At the end of the year in which the appraisal is
made, the following entries should be made to record the annual
depreciation and the amortization of the surplus from appraisal:
December 31, 1946
Depreciation of Building $5,000
Amortization ofBuilding Appreciation 1,250
Reserve for Depreciation of Building
Reserve for Amortization of Building
Appreciation
$ 5,000
1,2 50
Surplus from Appraisal of Building
Earned Surplus
1,250
1,250
The Balance Sheet as of December 31, 1946 would
present the following information:
Fixed Assets :
At reproduction cost as appraised on January 1, 1946 by
independent appraisers
Land, at cost
Building, at cost $200,000
Less - Reserve for depreciation 76,000 $124,000
Add - Net appreciation from appraisal 31,250 $155,250
The account. Surplus from Appraisal of Building, would
show a credit balance of $31,250 as of December 31, 1946 and would
be shown in the net worth section of the balance sheet, prefer-
ably between Capital Surplus and Earned Surplus.
Recording Devaluation of Fixed Assets by Appraisal
During the depression years beginning in 1929, the
downward trend in values of fixed assets developed the point
of view opposite from that which hsd been established during
the decade preceeding 1929. Not a few companies now adopted
the policy of writing down their fixed assets to a much lower
—-
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figure. In many cases this action was prompted because of the
desire to present a more conservative picture ,of financial
condition on the balance sheet. In other instances the charge-
off to Earned Surplus was made for the purpose of relieving
future operations of large depreciation charges, in order that
more favorable operating results could be shown in the income
statement.
To illustrate how an appraisal which results in a
devaluation may be recorded in the books, let us assume a build-
ing cost Si, 000, 000 on January 1, 1920 and has an estimated life
of 33 l/3 years. Fifteen years later, January 1, 1935, an ap-
praisal is made and it is found that the building has a re-
production cost new of $600,000 with an estimated remaining life
of twenty-five years. This would indicate that the appraisers
have set a depreciation rate of 2^% annually from date of pur-
chase to compare with the 3 % rate used during the first fifteen
ye ars
.
Building Per Books
,
Before Adjusting Reserve
,
January 1, 195
5
Estimated
Expired Unexpired Rate of Reserve for Book
Cost Life Life Depreciation Depreciation Value
$1,000,000 15 yrs 18 l/3 yrs. 3 % $450,000 $550, 000
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Building Per Appraisal, January 1, 1955
Estimated Hate of Depreciated
Reproduction Expired Unexpired Deprecia- Accrued Reproduction
Cost - New Life Life tion Depreciation Cost
$660,000 15 yrs. 25 yrs . 2 % $247,500 $412,500
According to the appraisal figures, too much deprecia-
tion has been charged in the past. This must now be corrected
by the following entry:
Reserve for Depreciation of Building $75,000
Earned Surplus $75,000
Reserve per books $450,000
of $1,000,000 x 15 years 575, 000
To adjust, as above $ 75,000
Building Per Books
,
After Adjusting Reserve , January 1, 1955
Co st
Estimated
Expired Unexpired Rate of Reserve for
Life Life Depreciation De preciation
Book
Va lue
$1,000,000 15 yrs. 25 yrs. 2\% $375,000 $62 5,000
Net Devaluation :
Book value, as adjusted $625,000
Depreciated reproduction cost 412, 500
Net devaluation $2 12 , 500
Prom the above data it is now possible to make the
following entry to record the appraisal on the books:
January 1, 1935
Earned Surplus $212,500
Reserve for Devaluation of Building $212, 500
At the end of the year in which the appraisal is
made, the following entries should be made to record the annual
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depreciation and to reduce the reserve for devaluation:
December 31, 1S35
Depreciation of Building
Reserve for Depreciation of Building
$16,500
$16,500
Reserve for Devaluation of Building
Reserve for Depreciation of Building
8,500
8,500
The Balance Sheet as of December 31, 1935 would
present the following information:
Fixed Assets :
At reproduction cost as appraised on January 1, 1935 by
independent appraisers
Land, at cost XXXXXX
Building, at cost $1,000,000
Less - Reserve for depreciation $400,000
Reserve for devaluation 204, 000 604,000 $396,000
In the Statement of Earned Surplus at the close of
1935 it should be clearly indicated that a net charge of $137,500
had been made because of an appraisal of real estate. This
figure is arrived at by subtracting from the $212,500 the $75,000
credit which was necessary in order to correct depreciation
charges over the first fifteen years.

SURPLUS IN CONNECTION WITH THE ISSUING AND
RETIRING OF CAPITAL STOCK
When capital stock is issued above its par value,
or above its stated value in the case of no-par stock, it
is said to be issued at a premium. If 5,000 shares of capital
stock having a par value of $100 a share is issued for $120
a share the Capital Stock account should be credited with
$500,000, which is the total par value, and the remaining
credit of $100,000 should be made to Capital Surplus. This
$100,000 is usually referred to as premium on capital stock
issued and is one of the most common elements comprising
capital surplus, or paid-in surplus. It is very different
from earned surplus and is often the subject of special
legal restrictions. In most states, the restrictions sur-
rounding the treatment of capital stock do not apply to
that portion of the stockholder’s contributions credited to
Premium on Capital Stock Issued. In other words, the law
is quite clear in indicating that stated capital should not
be invaded; but, undesirable and unsound though it may be
from the viewpoint of acceotable accounting, there is no
legal impediment, in many states, to the payment of dividends
out of premium on capital stock. Thus, in connection with
the issue of the 5,000 shares of stock mentioned above, it
would be possible for the corporation to make a dividend

distribution in cash of $100,000 immediately after the
stock had been issued although it had no earnings. Es-
sentially the $100,000 was a part of the invested capital
of the corporation and should be treated as such. As a
minimum requirement, the accountant should insist that the
corporation give a full disclosure of the facts surrounding
any such dividend paid out of capital stock premium. In
no case should a stockholder be lead to believe he is re-
ceiving a dividend out of earnings when he is merely being
paid back some of the capital he has contributed.
There is likely to be considerable expense in-
volved in getting out an additional issue of capital stock
subsequent to the original issue. In many cases this ex-
pense runs into thousands of dollars. Such expense may be
charged to Capital Surplus to the extent of the premium
received on the issue of those shares; any excess is charge-
able to Earned Surplus. If the sale of the stock gives rise
to no premium, but a premium exists because of the issuing
of the same class of stock sometime in the past, then ex-
penses of the new issue may be charged against the old
premium. In no case should expenses applicable to one
class of stock be charged against premium applicable to
another class.
In 1943, United Drug Company issued $4.75 Cumu-
lative Preferred Stock at par. Expenses of issue aggregated
$325,232. Capital Surplus aggregated $588,319 of which
--
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$196,014 was considered applicable to the stock being issued.
In this case the entry to record the expenses of issue would
be
:
Earned Surplus $129,218
Capital Surplus 19U,014
Cash $325,232
In 1944, the Celotex Corporation issued 58,539
shares of no-par Common Stock (stated value $1) for $10.50
a share. Expenses pertaining to the issue amounted to
$41,168. In this case there was plenty of capital surplus
against which to charge the expense since there was $9.50
of capital surplus out of each $10.50 received per share.
The entries to record the issuing of the stock would be:
Cash (58,539 @ $10.50) $614,659.50
Capital Stock (58,539 @ $1 ) $ 58,539.00
Capital Surplus (58,539 @ $9.50) 556,120.50
Capital Surplus $ 41,168.00
Cash 41,168.00
In 1944, the Fruehauf Trailer Company issued 60,000
shares of 4^% Convertible Preferred Stock (par value $100) at
$103 per share. Underwriting commissions and expenses in
connection with the sale amounted to $227,119.25 and since
this sum was in excess of the premium of $180,000 (60,000 @
$3) the net amount was charged against Earned Surplus:
Cash (net proceeds) $5,952,880.75
Earned Surplus 47,119.25
Capital Stock $6,000,000
In 1943, McKesson and Robbins Incorporated issued
150,000 shares of $4 Cumulative Preferred Stock at $100 a
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share. This stock was a no-par stock hut the directors
fixed the "capital stock liability" at $100 a share. The
underwriters charged $2.50 a share as discount, and there
were expenses in connection with the financing amounting
to $52,886.59. There was Capital Surplus on the books of
more than $4,700,000 but since none of it originated through
the issue of this class of stock it was not charged with any
of the discount or expenses. Instead, Earned Surplus was
charged with both items as follows:
Cash (150,000 © $97.50) $14,625,000.00
Earned Surplus (150,000 © $2.50) 375,000.00
Capital Stock $15,000,000.00
Earned Surplus 52,886.59
Cash 52,886.59
When preferred stock is redeemed there is no great
problem of accounting involved, provided the stock is re-
deemed at the same value at which it wa3 issued. But if the
stock is redeemed at a figure in excess of its issue value
then a problem arises as to the correct accounting procedure.
There are three different methods used commonly in practice:
(1) Premium on retirement of stock is charged
against Capital Surplus even though none of the Capital
Surplus originated through the issue of the stock now being
retired.
(2) Premium on retirement is charged against
Earned Surplus on the grounds that the premium paid to the
stockholder may be considered as the equivalent of a
distribution of earnings.

(3) Premium on redemption is charged against
Capital Surplus to the extent of the proportionate part
of Capital Surplus applicable to the shares being retired,
and any excess premium is charged to Earned Surplus.
The third method outlined above has the sanction
of the Securities and Exchange Commission and the American
Accounting Association. It is based on the theory that the
capital contribution made by one class of stock should not
be invaded by charges relating to another class of stock.
The redemption of stock involves a return to the stockholder
of his capital contribution, and any excess is equivalent to
a dividend out of earned surplus.
The attitude of the Securities and Exchange Com-
mission is well set forth in its Accounting Release No. 45,
which follows:
"The Securities and Exchange Commission today
made public an opinion in its Accounting Series re-
garding the treatment of premiums paid upon the
redemption of preferred stock. The opinion indicates
that if the redemption price exceeds the amount paid
in on such shares, the excess should ordinarily be
charged to earned surplus.
"The opinion, prepared by William W. Werntz,
Chief Accountant, follows:
"inquiry has frequently been made as to whether
a premium on the redemption of preferred stock in
excess of the amounts paid in thereon may properly
,•
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be charged against capital contributed by another
class of stockholders or whether, when earned sur-
plus is present, the excess premium should be charged
thereagainst . The following case is typical. The A
Corporation has outstanding 10,000 shares of $100 par
value 6% cumulative preferred stock which was sold at
$105 and is redeemable at the option of the company
on any dividend date at $110. There are also outstand-
ing 40,000 shares of $50 par value common stock which
were sold at $60 ]gr share. At the time the corporation
proposes to call the preferred shares for redemption,
the balance sheet reflects earned surplus of $300,000
and capital surplus of $450,000. The capital surplus
consists of $50,000 paid in by preferred shareholders
and $400,000 paid in by common shareholders.
"The case presented involves a fundamental principle
of accounting, maintenance of the distinction between
capital and income. In recognition of this principle,
it has long been agreed that paid-in capital may not be
used to absorb expenses or charges that should be de-
ducted from gross income or revenue to determine net
income. While the charge involved in the instant case
is not relevant to a determination of the amount of net
income, it does raise the cognate question of whether
payment of redemption premiums in excess of the amount
paid in on the shares being retired should first be

considered to be distributions of available earned
surplus, rather than of amounts paid in on shares
still outstanding.
"in order to maintain a proper distinction be-
tween capital and income, it is my opinion that it
is necessary to consider the entire amount contributed
by shareholders as capital regardless of whether re-
flected in the accounts as capital stock or as capital
or paid-in surplus. When a corporation by appropriate
legal action classifies its share capital, with result
ing distinctions in dividend rights, asset priorities,
voting powers, and other matters, adherence to the
principles mentioned, in my opinion, requires ap-
propriate accounting recognition of the classification
of shares not only in respect of the legal or stated
capital but also in respect of the related contribu-
tions in excess of legal or stated capital. In my
opinion, reflection of a redemption premium paid to
one class of shareholders as a diminution or utiliza-
tion of amounts contributed by another class, or by
shares of the same class still outstanding, would or-
dinarily be inconsistent with recognition of these
principles in that the capital contribution shown for
outstanding shares would thenceforth be less than the
amount actually paid in on such shares although (1)
no amounts were in fact repaid in respect of the out-
standing shares; (2) at the time of the disbursement
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there existed accumulated earned surplus; and (3) such
earned surplus would therefore be available for dis-
tribution as apparently earned dividends, although in
fact capital contributed in respect of the outstanding
shares had not been maintained intact.
"it is, therefore, my opinion that in the case
cited the amount paid preferred shareholders in excess
of the amounts contributed by them should be charged
to earned surplus. Also, if at the time of redemption
any amounts are paid on account of accumulated unpaid
dividends, such amounts should likewise be charged to
earned surplus.
"in the above example an entire issue of preferred
shares was assumed to have been redeemed. If less than
an entire issue were redeemed it would not, in my opinion,
ordinarily be proper, in the light of the above discussion,
to charge against capital surplus contributed by the
preferred stock an amount per share in excess of the pro
rata portion of such capital surplus apolicable to each
share of preferred stock outstanding prior to the redemp-
tion in question.
"in the case cited, all of the capital surplus
represented amounts paid in on shares still outstanding.
In some cases a part of capital surplus may have resulted
from the prior reacquisition and retirement of preferred
or common shares at less than the amounts paid in
,.
thereon • ^Such capital surplus does not therefore
represent any amounts paid in on shares still outstand-
ing. Where this condition exists, I would ordinarily
see no objection to utilizing such capital surplus for
the purpose of absorbing the excess of the redemption
price over the amounts paid in on the shares being
retired.
"There remain to be considered cases in which out-
standing preferred stock is retired and replaced by new
preferred stock, usually bearing a lower dividend rate.
In such case, of course, a saving to junior security
holders is accomplished which will be reflected in in-
creased earnings applicable to junior securities, and
unless distributed, in increased balances of earned
surplus. In a number of such cases arising under the
Public Utility Holding Company Act of 1935, where earned
surplus was absent or inadequate, the Commission has as
a matter of administrative policy raised no objection to
a procedure designed to offset the redemption premiums
against subsequent earnings. However, in such cases it
has ordinarily been required that the annual offset be
not less than the savings effected by the lower dividend
rate on the new stock and that in any case the premiums
be fully offset within a reasonably short period.”
When capital stock is acquired and retired, it is
recognized that any surplus arising therefrom is capital
and should be accounted for as such. See Accounting
Series Release No. 6 (1938); American Institute of Ac-
countants, Accounting Research Bulletin No. 1 (1939).
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To illustrate how premium on redemption of capital
stock is charged against Capital Surplus to the extent of the
proportionate part of Capital Surplus applicable to the shares
being retired, and any excess premium being charged against
Earned Surplus, let us examine the following actual case:
^In 1942, the Pet Milk Company issued 30,000 shares
of its Cumulative Preferred Stock at $102 a share. They
set up Capital Surplus of $2 a share, or a total of $60,000.
During each of the years 1942, 1943, and 1944, the Company
redeemed 900 shares at $106 per share. The entry made for
each year was:
Capital Stock - 4s Preferred $90,000
Capital Surplus 1,800
Earned Surplus 3,600
Cash $95,400
It will be noticed in the above entry that of the $6 per share
premium, $2 per share was allocated to Capital Surplus since
this was the amount originally assigned to Capital Surplus
when the stock was issued. The remaining $4 per share was
charged to Earned Surplus.
1. Financial Report, 1942.

CAPITAL SURPLUS AS RELATED TO TREASURY STOCK
Treasury stock is a potential source of capital
surplus. Since stock acquired to "be held in the treasury
is not generally considered to be an asset, there abe two
acceptable and common methods of booking it at date of pur-
chase. The first method - and this one is probably the more
widely used - is to bring the purchased stock on at cost,
and then to show it at its cost as a deduction from the sum
of Capital Stock and Surplus when preparing a balance sheet.
The second method - and this is preferred by many accountants
is to record the purchased stock at its par or stated value,
and to bring in a premium or a discount as the case may be.
In such circumstances it is customary to deduct the treasury
shares, at their par or stated value, directly from the
Capital stock, and to show the premium or the discount as a
deduction from, or addition to capital surplus respectively,
when building the balance sheet.
It was common practice for many years to record
premiums and discounts in the Surplus account, but since
in some states it is illegal to pay dividends from discount
on treasury stock purchases until the discount has been
realized by subsequent resale of the stock, it is considered
preferable to book such premiums or discounts in the Capital
Surplus account.

Any profit resulting from a subsequent sale of
treasury stock is generally considered by accountants as
an addition to capital surplus.
The Committee on Accounting Procedure of the
American Institute of Accountants reported ^in April 1938
to the Executive Committee regarding profits or losses on
treasury stock as follows:
"This committee has had under consideration the
question regarding treatment of purchase and sale by
a corporation of its own stock, which was raised dur-
ing 1937 by the New York Stock Exchange with the
Institute's special committee on co-operation with
stock exchanges.
"As a result of discussion which then took place,
the special committee on co-operation with stock ex-
changes made a report which was approved by the com-
mittee on accounting procedure and the executive com-
mittee, and a copy of which was furnished to the com-
mittee on stock list of the New York Stock Exchange.
The question raised was stated in the following form:
"
'Should the difference between the purchase and
resale prices of a corporation's own common stock be
reflected in earned surplus (either directly or through
inclusion in the income account) or should such dif-
ferences be reflected in capital surplus?'
1. Research Bulletin No. 1

"The opinion of the special committee on co-opera-
tion with stock exchange read in part as follows:
"
* Apparently there is general agreement that the
difference between the purchase price and the stated
value of a corporation’s common stock purchased and
retired should be reflected in capital surplus. Your
committee believes that while the net asset value of
the shares of common stock outstanding in the hands of
the public may be increased or decreased by such pur-
chase and retirement, such transactions relate to the
capital of the corporation and do not give rise to
corporate profits or losses. Your committee can see
no essential difference between (a) the purchase and
retirement of a corporation's own common stock and the
subsequent issue of common shares, and (b) the purchase
and resale of its own common stock.'
"This committee is in agreement with the views
thus expressed; it is aware that such transactions
have been held to give rise to taxable income, but it
does not feel such decisions constitute any bar to the
application of correct accounting procedure as above
outlined.
"The special committee on co-operation with stock
exchanges continued and concluded its report with the
following statement:
"'Accordingly, although your committee recog-
nizes that there may be cases where the transactions in-
,..
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volved are so inconsequential as to be immaterial, it
does not believe that, as a broad general principle,
such transactions should be reflected in earned sur-
plus (either directly or through inclusion in the in-
come account).'
"This committee agrees with the special committee
on co-operation with stock exchanges, but thinks it
desirable to point out that the qualification should
not be applied to any transaction which, although in
itself inconsiderable in amount, is a part of a series
of transactions which in the aggregate are of sub-
stantial importance.
"This committee recommends that the views expressed
be circulated for the information of members of the In-
stitute •
"
In connection with the report of the committee as
outlined above, it may be said that the Securities and Exchange
Commission, the New York Stock Exchange, and the American Ac-
counting Association agree with the viewpoint taken, at least
to the extent that it relates to profit on sales of treasury
stock.
If a Massachusetts corporation purchased 1,000
shares of its common capital stock (par $50) at $40 a share
the following entry would be made if the treasury stock is
to be carried at cost:
Common Treasury Stock $40,000
Cash $40,000

If the stock is later sold at $60 a share the
entry would be:
Cash $60,000
Common Treasury Stock $40,000
Capital Surplus (Profit on Sale 20,000
of Treasury Stock)
If it is desirable to carry the stock at par value
(sometimes referred to as constructive retirement basis), the
entry at time of purchase of the 1,000 shares would be:
Common Treasury Stock $50,000
Cash $40,000
Capital Surplus (Discount on 10,000
Treasury Stock Purchased)
If the stock is later sold at $60 a share the entry
would be:
Cash $60,000
Capital Surplus (Premium on Sale $50,000
of Treasury Stock) 10,000
It will be noted in the last two entries that under
the constructive retirement basis that there are two credits
each of $10,000 to Capital Surplus which corresponds to the
single credit of $20,000 to Capital Surplus where the stock
is carried at cost*
From the standpoint of income tax on gain on sale
of treasury stock. Regulations 111 under the Internal Revenue
Code provide:
"Sec. 29.22 (a) - 15 Acquisition or disposition by
a corporation of its own capital stock. - Whether the ac-
quisition or disposition by a corporation of shares of its
own capital stock gives rise to taxable gain or deductible
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loss depends upon the real nature of the transaction, which
is to be ascertained from all its facts and circumstances*
The receipt by a corporation of the subscription price of
shares of its capital stock upon their original issuance
gives rise to neither taxable gain nor deductible loss,
whether the subscription or issue price be in excess of,
or less than, the par or stated value of such stock.
f,But if a corporation deals in its own shares, as
it might in the shares of another corporation, the resulting
gain or loss is to be computed in the same manner as though
the corporation were dealing in the shares of another. So
also if the corporation receives its own stock as considera-
tion upon the sale of property by it, or in satisfaction of
indebtedness to it, the gain or loss resulting is to be computed
in the same manner as though the payment had been made in any
other property. Any gain derived from such transactions is
subject to tax, and any loss sustained is allowable as a de-
duction where permitted by the provisions of the Internal
Revenue Code".
It is unfortunate that the accounting procedure
for recording losses on sale of treasury stock is not more
uniform. While there is likely to be relatively few cases
of recorded losses, and while this phase of accounting is
relatively unimportant, it is interesting to note that the
American Association of Accountants and the Committee on
Accounting Procedure of the American Institute of Account-
ants have adopted contrary views. Well known authors of
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accounting textbooks present conflicting opinions or avoid
the subject completely. The Securities and Exchange Com-
mission has not reported any opinion.
An outline of different methods prescribed for the
handling of losses on sale of treasury stock follows:
(1) Loss is charged to Capital Surplus to the ex-
tent of the pro rata amount of capital surplus assignable to
the shares being disposed of; any excess is charged to Earned
Surplus
.
To illustrate this point let us assume that a corpo-
ration issued its common stock at a premium cf $2 a share
above its $10 par value. Later it purchased 1,000 shares at
$15 and carried them at cost. At date of purchase the fol-
lowing entry would be made
:
Common Treasury Stock
Cash
$15,000
$15, 000
Later it sold 500 shares at $8 a share. Entry:
Cash $ 4,000
Capital Surplus (500 shares @ $2) 1,000
Earned Surplus (500 ^ ares @ $5) 2,500
Common Treasury Stock $ 7,500
In the above entry Capital Surplus was charged with the pro
rata amount of capital surplus applicable to those shares
since the Capital Surplus account was credited with $2 premium
per share when the stock was originally issued.
(2) All loss on sale of treasury stock is charged
against Earned Surplus. The American Accounting Association
favors this method. It is the method necessarily used by
those corporations which have no capital surplus on their books
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(3) All loss on sale of treasury stock is charged
against Capital Surplus although there may be no portion of
existing capital surplus applicable to the treasury stock
being disposed of. This method, of course, presupposes that
capital surplus is available on the books.
.
SURPLUS ARISING FROM RESTATEMENT OF CAPITAL
A common source of capital surplus is found in
the restatement of the caoital of a corporation. This restate-
ment of capital is usually brought about by what is commonly
called ''recapitalization”. The practice usually stems from the
desire of the corporation to re-arrange its capital stock and
surplus accounts so that it will be possible to eliminate a
heavy dividend arrearage in its preferred stock. This removal
of accumulated unpaid dividends usually hinges upon the elimina-
tion of a substantial deficit. Over the past fifteen years
there have been without doubt more recapitalizations than have
been witnessed before in any like period.
For a typical illustration of the need for a re-
capitalization and what changes it entails in the net worth,
let us turn our attention to the case of a well-known corpora-
tion whose stock is listed on the New York Stock Exchange.
Before the plan of recapitalization was voted upon by the stock-
holders the capital accounts stood as follows:
CAPITAL STOCK and SURPLUS :
Capital Stock:
7% Cumulative Preferred - Par $100
Issued and outstanding - 11,593 shares
(Dividend arrearage, $80.50 per share
aggregating $953,236.50)
Common - No Par
Issued and outstanding - 147,784 shares
Capital Surplus
Less - Earned Surplus (Deficit)
$1,159,300
2,449,356
106,284
$37714', P4T5
1,266,991.40
$2,447,948.60
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A plan of recapitalization of the above corpora-
tion was approved by the stockholders. The plan had as its
main objective the elimination of the large deficit and the
removal of the dividend arrearage on preferred stock amount-
ing to $933,236.50. The plan of recapitalization, in substance,
provided for the following: (1) for each share of 7% Preferred
Stock and accumulative dividends a preferred stockholder was to
receive six shares of 5% Cumulative Preferred Stock, Par $20,
and five shares of Common Stock, Par $1, (2) one share of new
Common Stock, Par $1, was to be exchanged for each two and one-
half shares of the old Common Stock, and, (3 ) the deficit was
to be eliminated.
The entry which recorded the consummation of the
plan was as follows:
7% Preferred Stock (11,593 shares
(x $100)
Common Stock (147,784 shares)
•K-Capital Surplus
5% Preferred Stock (11,593
shares x 6 x $20)
Common Stock (11,593 shares
x 5 x $1
)
Common Stock (147,784 2^ x $1
)
Earned Surplus (Deficit)
Surplus from Recapitalization
$1,159,300
2,449,356
106,284
$1,391,160
57,965
59,113.60
1,266,991.40
939,710.
*Since all the old stock which gave rise to the
Capital Surplus is eliminated the Capital
Surplus applicable to it is also eliminated.
After the above entry was made the capital stock
and surplus appeared as follows:
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CAPITAL STOCK AND SURPLUS :
Capital Stock:
5% Cumulative Preferred - Par $20
Issued and Outstanding -
69,558 shares $1,391,160
Common - Par $1
Issued and Outstanding -
117,078.6 shares 117,078.60
Surplus from Recapitalization 939,710,
$2,447,948.60
If one compares the above statement with the statement of
* capital stock and surplus before the plan of recapitalization
was put into effect it will be noticed that the total capital
stock and surplus is the same amount in both cases, but where
there is a deficit of $1,266,991.40 before the recapitaliza-
tion plan becomes effective, it is not only eliminated after
the plan becomes operative but a surplus from recapitalization
of nearly a million dollars has been established.
Another large corporation has essentially the fol-
lowing items of capital stock and surplus prior to a capital-
ization:
CAPITAL STOCK AND SURPLUS :
Capital Stock:
$4 Preferred - No Par; Stated Value $100
Issued and outstanding - 8,000 shares $ 800,000
Common - Par $50
Issued and outstanding 60,000 shares 3,000,000
Earned Surplus 1, 000, 000
$4,800,000
Pursuant to a resolution of the Board of Directors
and a vote of the stockholders, the following changes in the
capitalization were brought about: (1) two shares of new $2
Preferred Stock - (Par $40) were issued in exchange for each
old share of Preferred Stock, and (2) one share of Common
.-
.
-
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Stock (Par $1) was issued in exchange for each old share of
Common Stock (Par $50) outstanding.
The entries giving rise to the changes were as
follows
:
Capital Stock - Preferred (8,000
shares x $100)
Capital Stock - Preferred (16,000
shares x $40)
Surplus for Recanitalization
$800,000
$ 640,000
160,000
Capital Stock - Common (60,000
shares x $50)
Capital Stock - Common (60,000
shares x $1
)
Surplus from Recapitalization
$3 , 000,000
$ 60,000
2,940,000
The statement of capital stock and surplus following
the consummation of the plan of recanitalization presented es-
sentially the following data:
CAPITAL STOCK AND SURPLUS :
Capital Sto'ckT
$2 Preferred - Par $40
Issued and outstanding, 16,000 shares $ 640,000
Common - Par $1
Issued and outstanding - 60,000 shares
^
60,000
Surplus from Recapitalization 3,100,000
Earned Surplus 1, 000, 000
$4,800,000
It will he noticed that as a result of the recapital
ization an item of capital surplus (available for dividends in
most states) in the amount of $3,100,000 has been created and
that the two capital stock accounts have been reduced by an
equal amount.
Another corporation presented the following net
worth section (figures in round numbers) prior to a re-
canitalization :
—
107
CAPITAL STOCK AND SURPLUS :
Capital Stock:
1% Cumulative Preferred - Par $>100
Issued and outstanding - 12,000
shares, exclusive of 1,000 shares
held in the treasury $ 1,200,000
(Callable at $105 per share. Entitled
in voluntary or involuntary disso-
lution to $102 per share, plus accumu-
lated dividends. Dividends in arrears,
$21 per share, aggregating $252,000)
Common - Par $20
Issued and outstanding - 450,000 shares,
including 500 shares held in the
treasury 9,000,000
Capital Surplus 800,000
Earned Surplus - (Deficit)
Common Stock held in the treasury - 500
shares
1,000,000
$10,000,000
15,000
$ 9,985,000
After complying with all legal requirements and
obtaining the approval of the stockholders affected, the fol-
lowing capital changes took place:
(1) All stock held in the treasury was retired.
(2) The par value of Common Stock was reduced from
$20 to $10 per share.
(3) Each share of 1% Preferred Stock was exchanged for
one share of 5% Preferred Stock, without par value,
with a stated value of $60, and one share of
Common Stock, $10 par.
(4) In settlement of the preferred dividend arrearage,
one share of new Common Stock was issued and a
cash payment of $2 per share of Preferred Stock
was made
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(5) The deficit was eliminated.
(6) No change occured in the number of shares authorized
or in liquidation preference of preferred stock.
After making the capital changes outlined above
the capital stock and surplus was presented as follows:
CAPITAL STOCK AND SURPLUS :
Capital Stock:
5% Preferred - No Par, Stated Value $60
Issued and outstanding - 12,000
shares $ 720,000
Common - Par $10
Issued and outstanding - 473,500
shares 4,735,000
Capital Surplus 4, 506, 000
$9,961,000
From the above recapitalization it will be noticed
that, (1) the deficit of $1,000,000 was eliminated; (2) that
the capital surplus was increased by almost $4,000,000; and,
(3) that the capital stock accounts were reduced by nearly
$ 5 , 000 , 000 .
.
RECENT METHODS OF TREATING STOCK DIVIDENDS
IN RELATIONSHIP TO EARNED SURPLUS AND CAPITAL SURPLUS
One type of dividend distributed by a corpora-
tion to its stockholders which has no effect on its total
net worth is the stock dividend. This dividend results
merely in transfering a portion of the net worth from sur-
plus to capital stock and does not increase or decrease
the aggregate amount of net worth; it merely reduces that
portion of net worth represented by surplus and increases
by a corresponding amount that portion of net worth repres-
ented by capital stock. Nor does it change the individual
stockholder’s fractional ownership in the corporation; it
merely spreads it over a greater number of shares.
Prior to the period beginning about 1930, it was
customary for corporations when distributing a stock divi-
dend to charge Earned Surplus and credit Capital Stock with
whatever was the par value or stated value of the shares
being distributed as a stock dividend. If the stock had a
par value of $25 a share and stock dividend aggregating
5, 000 shares was paid the entry was usually recorded as
follows
:
Earned Surplus $125,000
Capital Stock $125,000
Such a method as indicated above, if consistent-
ly used, may give rise to absurd results. This is particu-
.C
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larly true when only a small portion of the consideration
received from original sale of the stock is credited to
Capital Stock and the balance is credited to Capital Sur-
plus. In an address before the American Institute of
Accountants in 1930, Mr. J. M. B. Hoxsey of the New York
Stock Exchange cited an illustration which aptly covers
the point—a company sells stock (Par $ 1 ) for $100 a share,
$1 is credited to Capital Stock and $99 is credited to
Capital Surplus. Earnings in the first year amount to $10
a share and a 10$ stock dividend is issued. If the par or
stated value basis of accounting is employed the entry per
share would be
:
Earned Surplus $0.10
Capital Stock $0.10
The balance of the earnings per share amounting
to $9.90 and credited to Earned Surplus would then be avail-
able for future distribution and the corporation could con-
tinue to pay an annual 10$ stock dividend for the next 25
years. The apparent unsoundness of this method has gradually
led to its abandonment.
In 1930, the Committee on Stock List of the New
York Stock Exchange objected to this method and proposed that
the minimum transfer should be the par value or stated value
of the stock plus a proportionate share of capital surolus
applicable to that class of stock. If a corporation had out-
standing 40,000 shares of stock (par $25) and had Capital
Surplus of $200,000 applicable to the 40,000 shares of stock
and paid a stock dividend of 10$ the charge against Earned
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Surplus would be $100,000, the par value of the stock dis-
tributed as a dividend, plus $20,000, the amount necessary
to maintain the same relationship between capital stock and
capital surplus after the distribution of the dividend as
existed before the dividend. The entry would be:
Earned Surplus
Capital Stock
Capital Surplus
$120,000
$100,000
20,000
The result would be:
Before
Amount Pe r Share
After
Amount Per Share
Shares outstanding 40,000
Capital Stock 1,000,000
Capital Surplus 200,000
44,000
$25 1, 100,000
5 220,000
$2 5
5
From the above data it will be observed that the amount of
capital surplus per share is exactly the same after the
dividend as before, and the ratio of capital surplus to
capital stock is maintained at 20%,
The reasoning of the Committee on Stock List was
based on the generally accepted theory that while for legal
and accounting purposes the contribution of a stockholder
may be segregated into two parts, capital surplus and capital
stock, from a realistic standpoint his capital contribution
is the sum of the two. Therefore, stock being issued as a
dividend should be issued on the same basis as the stock
already outstanding.
In 1941 the Committee on Accounting Procedure of
the American Institute of Accountants issued Accounting
Research Bulletin No. 11 entitled ’’Corporate Accounting for

Ordinary Stock Dividends" . The following principles were
set forth:
(1) The amount of earned surplus to he capitalized
should not exceed as a matter of sound corporate policy
the amount of current net income - that is# the net
income of the period in which the dividend is issued
or the sum of the net income of the current period
and a comparatively small number of periods immediately
preceding the distribution.
(2) In determining the number of shares to be
issued consideration should be given to the existing
capitalization# that is, to both capital stock and
capital surplus. In other words, the new stock should
be issued on the same basis as the existing stock. The
number of shares to be issued is obtained by dividing
the amount of earned surplus to be capitalized by the
per share amount of capital stock and capital surplus
applicable to the class of stock being issued.
(3) In determining the number of shares to be
issued as a dividend# consideration should be given
to the fair market value of the stock being distributed
A reasonable relationship should be maintained between
the fair market value per 3hare and the Der share
amount of capital stock and capital surplus. If a
corporation has outstanding stock of a par value of
$25 and capital surplus per share of $5 and the mar-
ket value is $40 the amount to be charged against
Earned Surplus is $40. In such a case the entry will
..
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be
:
Earned Surplus $40
Capital Stock $25
Capital Surplus 15
The Committee goes on to point out that "Unless
such relationship is maintained, the stockholder may be-
lieve that the market value of the dividend shares he re-
ceives represents his pro-rata share of the capitalized
current income of the corporation, whereas the market value
per share may be materially in excess of such capitalized
income per share."
The market value theory of accounting for stock
dividends has been favored by some accountants for many
years. They argued in favor of its use at a time when either
the per value method or the method which credited capital
stock and a proportionate amount of capital surplus were in
general use. Their argument rested on the proposition that
a stock dividend had the same effect as a cash dividend to
stockholders who, theoretically, then returned the cash to
the corporation in exchange for additional stock.
-'
.
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